United States Court of Appeals 

for the 

District of Columbia Circuit 



TRANSCRIPT OF 
RECORD 






V-rV .•\~\ Zvfy ■' ■: 


x- vi»? ;• *C S' ■■ ■ '■■.■- 

.'V' • ■*';'.* 

'"'Vci - ' "V- ; **vV 




«* W-f.ifo' 


.•sw.n 

.-1 .; ..■. 

. 








•k’SEeSS 

fill®! 




■ • •" ■ ■ . ■ • 

>■'*&* ***■*' ■-■’.u**'-<* 

• *.*’• ,\.f.V* v * /.% 


- 

,'V ■ \.>. 


ispsw# 


























INDEX 


Opinion below_____ 

Jurisdiction_.... 

Questions presented_ 

Statutes and regulations involved....... 

Statement........... 

Statement of points to be urged- 

Summary of argument_ 

Argument: 

I. The cash bonus which taxpayer received during the tax year 

constituted personal holding company income_ 

II. Taxpayer is liable for the statutory 25 percent delinquency 
penalty for failure to file a personal holding company 

return_ 

Conclusion________ 

Appendix A_____.... 

Appendix B___ 


CITATIONS 

Cases: 

Anderson v. Hdvering, 310 U. S. 404___ 

Berg v. Commissioner, 59 App. D. C. 86, certiorari denied, 280 

U. S. 598. 

Burnet v. Harmel, 287 U. S. 103_ 

Burnet v. Sanford & Brooks Co., 282 U. S. 359.... 

Commissioner v. Lane-Wells Co., decided February 14, 1944_ 

Commissioner v. Wilson, 76 F. 2d 766_ 

Helvering v. Stockholms dec. Bank, 293 U. S. 84.. 

Herring v. Commissioner, 293 U. S. 322.... 

Hogan v. Commissioner, decided February 25, 1944_ 

Industrial Addition Ass'n v. Commissioner, decided March 27, 

1944. 

Logan Coal & Timber Ass'n v. Helvering, 122 F. 2d 848_ 

McLean v. Commissioner, 120 F. 2d 942, certiorari denied, 314 

U. S. 670, rehearing denied, 314 U. S. 713___ 

O’Sullivan Rubber Co. v. Commissioner, 120 F. 2d 845_ 

Porter Property Trustees, Ltd. v. Commissioner, 42 B. T. A. 681_ 

Security Flour Mills Co. v. Commissioner, decided February 28, 

1944. 

Simpson, R., & Co. v. Commissioner, 128 F. 2d 742.. 

Simpson, R., <fc Co. v. Commissioner, decided February 14, 1944, 

rehearing denied, March 13, 1944_____ 

Spring City Co. v. Commissioner, 292 U. S. 182..__ 

Sneed v. Commissioner, 119 F. 2d 767, rehearing denied, 121 F. 

2d 725, certiorari denied, 314 U. S. 686... 

West Side Tennis Club v. Commissioner, 111 F. 2d 6, certiorari 

denied, 311 U. S. 674. 

Work v. Mosier, 261 U. S. 352_ 

588931—44-1 (I) 

































n 


} - 


Statutes: 

Revenue Act of 1936, c. 690, 49 Stat. 1648: 

Sec. 23. 11 

Sec. 291. 15 

Sec. 351. 15 

Sec. 352. 16 

Sec. 353_ ___ 16 

Sec. 357. 17 

Sec. 358_ ___ 17 

Revenue Act of 1937, c. 815, 50 Stat. 813, Sec. 3- 17 

Internal Revenue Code: 

Sec. 1100 (26 U. S. C. 1940 ed., Sec. 1100). 17 

Sec. 1141 (26 U. S. C. 1940 ed., Sec. 1141). 18 

Miscellaneous: 

Thorton, Law of Oil and Gas (Fifth Edition), Sec. 363_ 11 

Treasury Regulations 94: 

Art. 351-8. 18 

Art. 353-1. 19 















- 

; ■ v* ~. »3 -- ■ * -.*■.'• ■ 


Uniteb States Court of Appeals 

DISTRICT OF COLUMBIA 


No. 8586 

Commissioner of Internal Revenue, petitioner 

v. 

Clarion Oil Company, respondent 


ON PETITION FOR REVIEW OF THE DECISION OF THE TAX COURT 

OF THE UNITED STATES 


BRIEF AND APPENDICES FOR THE PETITIONER 


opinion below 

The opinion of the Tax Court (R. 17-26) is reported at I 
T. C. 751. 

jurisdiction 

This case involves personal holding company surtax and 
penalty for the calendar year 1937 and is here on appeal from 
an order of the Tax Court entered March 23, 1943. (R. 27.) 

Taxpayer filed no personal holding company surtax return for 
its tax year 1937. The case is accordingly brought to this 
Court by petition for review (R. 28-29) filed June 23, 1943, 
pursuant to the provisions of Sections 1141-1142 of the In¬ 
ternal Revenue Code. 

QUESTIONS PRESENTED 

1. Whether the cash bonus which taxpayer received in the 
tax year 1937 upon assigning the greater part of its interest 
in an oil and gas lease was personal holding company income 

(i) 
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within the meaning of Section 353 of the Revenue Act of 1936 
as added by Section 1 of the Revenue Act of 1937. 

2. If the preceding question be answered in the affirmative, 
then whether taxpayer is liable for the 25 per cent delinquency 
penalty imposed by Sections 291 and 358 of the Revenue Act 
of 1936 for failure to file a personal holding company tax re¬ 
turn for the year 1937. 

STATUTES AND REGULATIONS INVOLVED 

There will be found in Appendix A, infra, pp. 15-20. 

STATEMENT 

The facts were stipulated before the Tax Court and that 
court found the facts as stipulated. (R. 18-20.) The find¬ 
ings pertinent to the present issues may be summarized as 
follows: 

The taxpayer is a Texas corporation, organized in 1911, and 
during the tax year (also during 1938) more than 50 per cent 
in value of its outstanding stock was owned by not more than 
five individuals. The taxpayer's office is at Houston, Texas, 
and it made its income and excess profits tax return for 1937 
(Form 1120) on the cash receipts and disbursement basis, and 
filed it with the Collector of Internal Revenue at Austin, Texas. 
(R. 18,19, 20.) 

Taxpayer’s charter states (R. 18) that the purpose for which 
it is founded— 

is the establishment and maintenance of an oil com¬ 
pany with authority to contract for the lease and pur¬ 
chase of the right to prospect for, develop and use coal 
and other minerals and petroleum; also the right to 
erect, build and own all necessary oil tanks, cars and 
pipes necessary for the operation of the business of the 
same. 

During 1933, taxpayer acquired by assignment at the cost 
of $1 an undivided three-fourths of the lessee’s (or working 
interest) in a certain oil and gas lease, dated April 6, 1933, 
covering approximately 320 acres of land in Harris County, 
Texas. The lease provided for a landowner’s one-eighth roy- 



alty and for delay rentals of $640 per year, the lease in any 
event to lapse on November 30, 1938, unless oil, gas or other 
minerals were on that date being produced from the land or 
drilling operations then in progress. (R. 18.) On July 3, 
1937, before any drilling or work for the production of oil, gas 
or other minerals had been done on the land, taxpayer and the 
other owners of the lessee’s (i. e., the working interest) under 
the lease assigned the lease to the Humble Oil & Refining 
Company for a consideration of $160,000 cash then paid (of 
which taxpayer’s share was $120,000), an “overriding royalty” 1 
of one twenty-fourth of the production from the leased land 
and an oil payment (i. e., payment out of production) of 
$320,000. (R. 18-19.) 

After acquiring the lease Humble Oil & Refining Company 
drilled a well but obtained no production and in 1938 abandoned 
the lease. No drilling or development work was in progress on 
November 30, 1938, and as a result the lease by its own terms 
expired on that date. (R. 19.) Taxpayer included its $120,- 
000 share of the cash bonus in its income and excess profits tax 
return for 1937 (Form 1120) as taxable income and took a de- 

1 The term “overriding royalty” was used at this point in the stipulation 
of facts in Its correct sense, i. e., in accordance with the usages of the 
industry, as meaning a fractional interest in the gross production of the 
oil and gas which has been granted or created from the lessee’s estate- 
(See J Sutler v. Jenkins Oil Corp., 128 Tex. 356, 97 S. W. 2d 466; Midas Oil 
Co. v. Whitaker, 123 S. W. 2d 493 (Tex. Civ. App.) ; La Laguna Ranch Co. v. 
Dodge . 18 Cal. 2d 132. 135; 114 P. 2d 351, 353.) Several people can each 
own an “overriding royalty” and none of them need ever have been the 
lessee of the property. For example, they acquire their “overriding roy¬ 
alty” by direct grant or through mesne conveyances from the lessee. See 
Danciger Oil d Refining Co. v. Burroughs, 75 F. 2d 855 (C. C. A. 10th), 
and Texas Co. v. Walker. 78 S. W. 2d, 997 (Tex. Civ. App.), involving “over¬ 
riding royalties" promised in the one case and acquired in the other in con¬ 
sideration of services. 

Article 353-1 (11), Treasury Regulations 94 (Appendix A, infra), defines 
the term “overriding royalties" in a unique sense. (The statute. Section 
353 (h) (Appendix A, infra), says nothing about excluding ‘‘overriding 
royalties", however defined, from personal bolding company income; it in¬ 
cludes “mineral, oil. or gas royalties” in personal holding comjmny income, 
save upon certain conditions not applicable in this case. Article 353-1 (11), 
Treasury Regulations 94, however, undertakes to exdude “overriding roy¬ 
alties” as therein uniquely defined.) 
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duction of §33,000 for 2 percentage depletion with respect to 
the §120,000. (R. 19.) 

In computing the deficiency in the taxpayer’s personal hold¬ 
ing company surtax liability for 1937, the Commissioner treated 
the §120,000 as a personal holding company income, i. e., as 
rents or royalties within the meaning of Section 353 (g) or (h) 
of the Revenue Act of 1936, as amended by Section 1 of the 
Revenue Act of 1937. The other items of taxpayer’s gross in¬ 
come for 1937 aggregated §128,651.65, so that taken together 
with the §120,000 taxpayer’s personal holding company gross 
income for 1937 was determined as follows (R. 19): 


Dividends and interest_ r _$75,155.38 

Rents 3 ..1,335. 58 

Oil Royalties 3 _ 52.160.71 

Cash bonus_ 120,000. 00 


Total.____ 248,651.65 


The total deductions, allowable to taxpayer for 1937, under 
Section 23 (a) (Title I) of the Revenue Act of 1936 (relating 
to expenses), other than those allowable as compensation for 
personal services rendered by shareholders, were §4,473.61. 4 
(R. 20.) The Commissioner also held the taxpayer liable for 
a 25 per cent delinquency penalty for failure to file a personal 
holding company surtax return for 1937. (R. 10.) 

In preparing taxpayer’s (corporation) income and profits tax 
return (Form 1120) for 1937, its officers had no thought that 
the S120.000 would be considered as “personal holding com¬ 
pany income” or that the corporation could be classified as a 
“personal holding company” under Title I-A of the Revenue 
Act of 1936, as amended, and did not file a personal holding 
company return (Form 1120H) for 1937. On the corpora- 


3 In the companion case of the taxpayer for the year 1938 (Tax Court 
Docket 103.GC3) consolidated with this case by the Tax Court for hearing 
and decision below, the Tax Court held that the $33,000 percentage deple¬ 
tion thus deducted for 1937 must l»e restored to taxpayer’s income for 
1938 upon the abandonment by Humble of the lease in that year without 
production. The taxpayer on August 19, 1943, liled with the Tax Court its 
petition for review (by the United States Circuit Court of Appeals foe 
the Fifth Circuit) of taxpayer’s 1938 income tax case. 

3 Other than the $120,000. 

4 See Section 353 (h). Appendix, infra. 
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tion’s income and excess profits tax return (Form 1120) the 
answer “No" was given to the question: “5. Is the corporation 
a personal holding company within the meaning of Section 351 
of the Revenue Act of 1936 as amended by the Revenue Act 
of 1937?" 

Taxpayer was not a “personal holding company" in any year 
prior to 1937. (R. 20.) 

The Tax Court held (four judges dissenting) that the cash 
bonus which taxpayer received in the tax year as a considera¬ 
tion for the assignment of its lease interest (i. e., three-fourths 
of the working interest, with overriding royalty and oil pay¬ 
ments reserved) constituted neither “rent" within the meaning 
of subsection (g), nor “mineral, oil, or gas royalties" within the 
meaning of subsection (h) of Section 353 of the Revenue Act 
of 1936. Having so held, the Tax Court concluded that the 
§120,000 did not constitute “personal holding company in¬ 
come", which (to the extent taxpayer had failed to distribute 
it) was subject to surtax under Section 351 of the Revenue 
Act of 1936, as amended. (R. 20-26.) From that decision 
the Commissioner has taken this appeal to this Court. 5 

STATEMENT OF POINTS TO BE URGED 

The Commissioner urges that the Tax Court erred: 

1. In holding and deciding that the §120,000 cash bonus 
which taxpayer received in the tax year 1937 was not personal 
holding company income of the taxpayer, pursuant to the pro¬ 
visions of Section 353, Revenue Act of 1936, as amended. 

2. In entering its decision that there is no deficiency in per¬ 
sonal holding company surtax due from the taxpayer for the 
tax year 1937 and no penalty due for taxpayer’s failure to file 
a personal holding company surtax return for 1937 under Title 
I-A of the Revenue Act of 1936. 

3. In failing and refusing to enter its decision that there is a 
deficiency in personal holding company surtax and penalty for 
the year 1937 in the amounts of $35,000.44 and $8,750.11, 
respectively. 

‘This being a “no return” case, venue upon appeal from the decision of 
the Tax Court lies with this Court. (Section 1141 (b) (1), Internal Revenue 
Code, Appendix A, infra.) 



STJTOtABY or ARGUMENT 


The cash bonus which taxpayer received in the tax year upon 
assigning its interest in the Harris County, Texas, lease, re¬ 
serving overriding royalty, was advance royalty paid it in an¬ 
ticipation of production, and it was upon that theory (and no 
other) that taxpayer claimed and was entitled to a deduction 
on its (Form 1120) income tax return for 1937 for percentage 
depletion upon such cash bonus. Being advance royalty it 
came within the category of “mineral, oil, or gas royalties”, as 
that term is used in Section 353 (h) of the Revenue Act of 1936, 
as amended, and thus was “personal holding company income”, 
since admittedly taxpayer met the other statutory requirements 
for a personal holding company set forth in Section 353. 

The Tax Court erred in concluding that where production is 
never achieved under an oil and gas lease the bonus received 
for the lease by the sub-lessor (or by the lessor) is not an ad¬ 
vance royalty, for in that view the nature of any present bonus 
depends upon the fortuity of future events, even, as here, the 
events of a subsequent year. If, however, as taxpayer urges, 
the events of a future year can be looked to—in order to deter¬ 
mine whether a present cash bonus is or is not a mineral, oil or 
gas royalty—then those subsequent events cannot be ignored 
in determining whether or not the $120,000 cash payment to 
taxpayer constituted “rents”, or “compensation * * # for 

the use of, or right to use, property.” In that view Humble 
paid taxpayer $120,000 for the right to go upon the leased land, 
during a certain term, and drill holes there (which might pro¬ 
duce oil) and to use the land for all purposes necessarily in¬ 
cidental to the main purpose. If not royalty, the payment for 
such a right of user—to use the land as Humble did use it— 
would necessarily be “rent” or “rents”, within the meaning of 
Section 353 (g). 

Having filed no personal holding company (Form 1120H) 
return for the tax year, taxpayer is liable for the 25 per cent 
delinquency penalty prescribed by Sections 291 and 358 of the 
Revenue Act of 1936. The fact that taxpayer’s officers thought 
taxpayer exempt from taxation under Sections 351 and 353 is 
no excuse nor “reasonable cause” for not doing what the law 
commands. 


ARGUMENT 


I 

The cash bonus which taxpayer received during the tax year 
constituted personal holding company income 

If the cash bonus of $120,000 which taxpayer received from 
the Humble Oil & Refining Company during the tax year con¬ 
stituted either “rents” within the meaning of Section 353 (g) 
or “royalties” within the meaning of Section 353 (h) of the 
Revenue Act of 1936, as amended (Appendix, infra), then the 
decision of the Tax Court upon the chief issue must be re¬ 
versed and the determination of the Commissioner sustained. 

(1) We submit, first, that the cash bonus which taxpayer 
received constituted advance “royalties” paid it by Humble as 
a part of the consideration for the assignment to Humble of 
taxpayer’s (part of the working) interest in the lease. We see 
no difference in nature and, we submit, there is none between 
the cash bonus received by the lessor for a lease and a cash 
bonus received by a lessee or the owner of an interest in lease 
(i. e., by a sub-lessor) for an assignment or grant of a part of 
the lease interest. The cash bonus which the lessor receives 
clearly is a royalty. In an Indian case (Work v. Mosier, 261 
U. S. 352), not involving the taxing statutes and not shown to 
have been followed by the production of oil or gas, the Su¬ 
preme Court said (pp. 357-358): 

The bonus which was the result of bidding for desir¬ 
able and profitable oil and gas leases secured for the 
members of the Osage Tribe the just value of the use 
of their property which the fixing of royalties in advance 
by the President was not adapted to give them. It was 
in effect a supplement to the royalties already deter¬ 
mined. It was really part of the royalty or rental in a 
lump sum or down payment. We do not see how it 
can be classified as anything else. (Italics supplied.) 

So, too, in Herring v. Commissioner, 293 U. S. 322, which 
involved the right of landowners to percentage depletion upon 
a cash bonus received upon execution of an oil and gas lease 

583931—44-2 
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four years before there was any production under the lease, the 
Supreme Court observed (p. 324): 

A bonus is not proceeds from the sale of property, but 

payment in advance for oil and gas to be extracted, 

* * * 

At another point in the same case (p. 324) the Court referred 
to the cash received during the tax year as “advance royalties 
or bonuses/’ Similarly, in Sneed v. Commissioner, 119 F. 2d 
767, rehearing denied, 121 F. 2d 725, certiorari denied, 314 
U. S. 686, the United States Circuit Court of Appeals for the 
Fifth Circuit said (p. 770): 

It is too well settled to require further discussion that 
when oil and gas reserves are leased for bonus and roy¬ 
alty, the bonus is an advance royalty, * * *. 

Significantly, the bonuses there under consideration were 
bonuses received by the landowner for leases which after some 
years the lessee surrendered without development. Cf. Hogan 
v. Commissioner (C. C. A. 5th), decided February 25, 1944 
(1944 P-H, par. 62,424). 

Again in Anderson v. Helvering, 310 U. S. 404, involving one 
phase of the tax consequences of a transfer to the taxpayer of 
certain heterogeneous royalty interests, fee interests and de¬ 
ferred oil payments, the Supreme Court said (p. 409): 

Cash bonus payments, when included in a royalty lease, 
are regarded as advance royalties, and are given the same 
tax consequences. 

In holding the cash bonus which the Clarion Oil Company 
received upon the transfer of its interest in the Harris County, 
Texas, lease, reserving overriding royalty, not in fact or in law 
a royalty, the Tax Court purported to quote (R. 22) from An¬ 
derson v. Helvering, supra, as holding that a cash bonus re¬ 
ceived in such circumstances is “in the nature of” and “to 
be regarded as” advance royalty. We do not find such language 
in Anderson v. Helvering, supra. The Supreme Court there 
said that such bonuses “are regarded as advance royalties.” 
[Italics supplied.] Since the Tax Court seems perhaps to have 
turned its decision in the instant case upon what it thought the 
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Supreme Court said in Anderson v. Helvering, supra, it is worth 
noting what the Supreme Court actually said there. 

The Tax Court’s decision on the instant point is also contrary 
to the decision of this Court in Berg v. Commissioner, 59 App. 
D. C. 86, 33 F. 2d 641, certiorari denied. 280 U. S. 598. Berg 
and his wife, owners of land in fee, received some S7S,458.S3 
in 1922 for oil and gas leases which they granted; there was no 
income from production that year. The Bergs contended that 
the 878.45S.83 was taxable to them as income from the sale of 
oil and gas and, as they had owned the land for some years, as 
gain derived from the sale of capital assets. This Court denied 
that contention saying (p. S7) that the bonuses were “rent or 
royalty”, and hence were taxable as ordinary income. See, also, 
McLean v. Commissioner, 120 F. 2d 942 (C. C. A. 5th), certi¬ 
orari denied, 314 U. S. 670, rehearing denied, 314 U. S. 713. 

In concluding that the 8120,000—which taxpayer received 
in the tax year upon assignment of its interest in the Harris 
County lease—was not “a mineral, oil, or gas royalty” within 
the meaning of the federal statute (Section 353 (h) of the 
Revenue Act of 1936). the Tax Court cited no applicable deci¬ 
sion as authority for its conclusion save one of its own opinions, 
Porter Property Trustees, Ltd. v. Commissioner, 42 B. T. A. 
681, 691." a division opinion which was unreviewed by the Tax 
Court. The idea expressed in that opinion is that a bonus 
paid for an oil lease is not a “royalty” within the meaning of 
Section 351 of the Revenue Act of 1934, c. 277, 38 Stat. 6S0, 7 
if no production follows under the lease. According to this 
view the character of the cash payment is determined by sub¬ 
sequent events, even by events taking place several years after 
the payment and receipt of the cash bonus. 

* As we have already pointed out, supra, Anderson v. Helverinrj, 310 U. S. 
404, in no way justifies the view wliieh the Tax Court here expressed of it. 
(R. 22.) Furthermore, in Commissioner v. Wilson, 76 F. 2d 766 (C. C. A. 
5th), also misinterpreted by the instant opinion of the Tax Court, the Fifth 
Circuit specifically recognized (p. 769) that a bonus payment “is * * * 

advance royalty”. This view the Fifth Circuit later reiterated in lan- 
guage which precludes doubt. See Sneed v. Commissioner, supra, p. 770. 

7 Section 351 of the 1934 Act speaks of “royalties, dividends, interest and 
annuities, and * * * gain from the sale of stock or securities.” 
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We think Porter Property Trustees, Ltd. v. Commissioner, 
supra, incorrectly decided and that the purpose which Congress 
sought Section 351 of the 1934 Revenue Act to serve is not 
furthered but defeated by the interpretation which the divi¬ 
sion of the Board gave to such section in the Porter decision. 
Here, however, we are dealing with Section 353 (h) of the 
Revenue Act of 1936, as added by Section 1 of the Revenue Act 
of 1937, and the new provision expressly defines “personal 
holding company income” as including “mineral, oil, or gas 
royalties”, save upon conditions not applicable here. As the 
Supreme Court had long consistently held bonus payments for 
a lease which reserves a royalty to be advance (mineral, oil or 
gas)/ royalty, it will be presumed that Congress in using the 
term “mineral, oil, or gas royalties” in the personal holding 
company statute did not mean something different. Cf. 
Spring City Co. v. Commissioner, 292 U. S. 182, 186; Helver- 
ing v. Stockhobns &c. Bank, 293 U. S. 84, 86-89. 

The Tax Court attempts a distinction—that where produc¬ 
tion is never achieved under an oil and gas lease the bonus paid 
for the lease is not an advance royalty, 8 thus making the nature 
of any present bonus payment depend upon the fortuity of 
events of later years. This seems a reversal of the generally 
applied principle that tax accounting shall be upon an annual 
basis and that the tax liability of a particular year must be de¬ 
termined without reference to the events of later years. Burnet 
v. Sanford & Brooks Co., 282 U. S. 359,363. See, also, Security 
Flour Mills Co. v. Commissioner (Sup. Ct.), decided February 
28,1944 (1944 P-H, par. 62,014); Sneed v. Commissioner, supra, 
p. 772. 

We submit that the character of the $120,000 bonus which 
taxpayer received during the tax year 1937 did not depend upon 
the non-production of oil from the Harris County lease; that 
the bonus was “advance royalty” within the meaning of the 
several decisions cited, supra, of the Supreme Court and of the 

* Significantly taxpayer took a percentage depletion (in the amount of 
$33,000) upon the $120,000 cash bonus In its return for 1037 (R. 19), upon 
the theory, of course, that the $120,000 was advance royalty. No other theory 
would support it. The Commissioner allowed the deduction. (R. 19.) 
Herring v. Commissioner, supra, compelled the allowance. 
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United States Circuit Court of Appeals for the Fifth Circuit, 
when the bonus was received; and that as such advance royalty 
it constituted “mineral, oil, or gas royalties’' and thus personal 
holding company income within the meaning of Section 353 
(h) of the Revenue Act of 1936. 

(2) We sumbit in the alternative, however, that the cash 
bonus which taxpayer received during the tax year constituted 
“rents” within the meaning of Section 353 (g) of the Revenue 
Act of 1936, defined as meaning “compensation, however desig¬ 
nated, for the use of, or right to use, property ” [Italics sup¬ 
plied.] If, as taxpayer urges, the events of 1938 may be looked 
to—in order to determine whether the cash bonus was a mineral, 
oil, or gas royalty or not—then those subsequent events can¬ 
not be ignored in determining whether or not the $120,000 cash 
payment constituted “rents”, i. e., “compensation * * * 
for the use of, or right to use, property.” In that view Humble 
Oil & Refining Company paid taxpayer $120,000 for the right 
to go upon the leased land—at least during the term of the lease, 
i. e., to November 30,1938—and drill holes there (which might 
produce oil) and to use the land for all purposes necessarily inci¬ 
dental to the main purpose. If the $120,000 was not a “mineral, 
oil, or gas royalty” (because no oil was produced) it seems in¬ 
escapable that the $120,000 was paid “for the use of or right to 
use” the land as Humble used it. The payment for such right 
of user was, in consequence, “rent”, i. e., “rents” within the 
meaning of Section 353 (g). 9 

It is no answer to our argument on this point for taxpayer 
to say that if the $120,000 is a “rental” within the ordinary 
meaning of that term then Humble Oil & Refining Company 
should be allowed to deduct it as an expense under Section 23 
(a), rather than as a loss under Section 23 (f), Revenue Act of 
1936, upon abandonment of the lease. Such argument evades 


* Cf. Bumct v. Barmel , 2S7 U. S. 103, 106, where the Supreme Court said: 
“The payment of an initial bonus alters the character of the transaction no 
more than an unusually large rental alters the character of any other 
lease, * * See, also Work v. Mosier, supra, which (at pp. 357-358) 
dominated the cash bonuses received for oil and gas leases as “part of the 
royalty or rental * * *. We do not see how it can be classified as any¬ 
thing else.” See, too, Thornton, Law of Oil and Gas (Fifth Ed.), Section 
363: “Eoralty is another term for rent * * *•” 


12 


the point. We are concerned here with whether the $120,000 
cash which taxpayer received for the privilege of drilling, and 
for purposes necessarily incidental to that purpose, on the Har¬ 
ris County land was “compensation * * # for the use of, 
or right to use. property.” If it was. then the $120,000 consti¬ 
tuted “personal holding company income” within the meaning 
of Section 353 (g). whether or not it constituted “rentals” within 
the meaning of Section 23 (a). And if subsequent events— 
the subsequent nonproduction of oil—can be looked to to deter¬ 
mine the character of the current cash payment as not being a 
royalty payment then we insist that the current payment was 
for nothing else than for “the use of, or right to use, property.” 

If the cash bonus was not a “mineral, oil, or gas royalty” nor 
“compensation * * * for the use of, or right to use, prop¬ 
erty”—then we hope that taxpayer in its brief will state what 
it deems the bonus is. Quite clearly it was not a gift; nor was 
it gain from the sale of capital assets. Burnet v. Harmel, supra; 
McLean v. Commissioner, supra. We submit that it is one or 
the other, i. e.. “mineral, oil, or gas royalty” or “rents” within 
the meaning of the Revenue Act, Section 353. 

II 

Taxpayer is liable for the statutory 25 percent delinquency 

penalty for failure to file a personal holding company 

return 

In preparing taxpayer’s (Form 1120) income tax return for 
1937 its officers “had no thought” that the $120,000 would be 
considered “personal holding company income” or that tax¬ 
payer would be classified as a “personal holding company” 
under Title I-A of the Revenue Act of 1936, as amended, and 
they did not file a personal holding company return (Form 
1120H) for taxpayer for 1937. (R. 19.) They were mistaken 

in this belief, since, as we have just seen (Section I of this Argu¬ 
ment), the $120,000 cash bonus which taxpayer received when 
it assigned its lease interest, reserving overriding royalty and a 
payment out of the proceeds of oil, constituted “rents” or ad¬ 
vance “mineral, oil, or gas royalties” within the meaning of 
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Section 353 (g) and (h). Thus this is a no-return case, 10 as 
was Commissioner v. Lane-Wells Co . (Sup. Ct.), decided Febru¬ 
ary 14,1944 (1944 P-H, par. 62,012). 

The mistake of taxpayer’s officers was doubtless a mistake of 
law. Though they claimed percentage depletion for their cor- 
portation upon the cash bonus, on the theory that such bonus 
was advance royalty, 11 they undertook to deny for personal 
holding company surtax purposes that the bonus was either 
“rents” or a “mineral, oil, or gas royalty” within the meaning 
of Section 353 (g) and (h) of the Revenue Act of 1936. We 
submit that taxpayer is liable for the statutory 25 per cent 
delinquency penalty 12 in such circumstances. Cf. R. Simpson 
& Co. v. Commissioner, 128 F. 2d 742 (C. C. A. 2d), writ of cer¬ 
tiorari dismissed for lack of jurisdiction, February 14, 1944, re¬ 
hearing denied, March 13,1944; O’Sullivan Rubber Co. v. Com¬ 
missioner , 120 F. 2d 845,848-849 (C. C. A. 2d); West Side Ten¬ 
nis Club v. Commissioner, 111 F. 2d 6,9 (C. C. A. 2d), certiorari 
denied, 311 U. S. 674 (an income tax case where, somewhat 
as here, the directors of the taxpayer corporation believed it was 
exempt and hence had filed no return); Logan Coal & Timber 
Ass’n v. Helvering, 122 F. 2d 848, 851 (C. C. A. 3d). The 
officers’ mistake in construing the law should not excuse them 

10 Being a “no-return" case only this Court has jurisdiction of an appeal 
from the Tax Court's decision. Section 1141 (b) (1), Internal Revenue Code, 
Appendix, infra. (See. too. Industrial Addition Ass'n v. Commissioner 
(C. C. A. Gth), decided March 27. 1944 (1944 P-H, par. 62,477)—where tax¬ 
payer's failure was to tile its (Form 1120) income tax return.) Commis¬ 
sioner v. Lane-Wells Co., supra, did not deal with the question of venue or 
Jurisdiction on appeal from a Tax Court decision. The question could have 
been raised, but was not. and the Supreme Court did not undertake to pass 
upon it. In the companion case of R. Simpson d Co. v. Commissioner (Sup. 
Ct.), decided February 14, 1944 (1944 P-H, par. 62,013), rehearing denied, 
March 13, 1944, the Supreme Court observed in reference to a jurisdiction 
question not urged though present in a somewhat earlier case: “* * * the 
question of jurisdiction was not raised or considered, and therefore it does 
not establish a construction of the statute.” [Citing many cases.] 

11 Herring v. Commissioner, 293 U. S. 322; Sneed v. Commissioner, 119 F. 
2d 767 (C. C. A. 5th), rehearing denied, 121 F. 2d 725, certiorari denied, 314 
U. S. 686. See, too, Work v. Hosier, 261 U. S. 352, 357-35S; Burnet v. Harmcl, 
2S7 U. S. 103. 

u See Section 291, Revenue Act of 1936, as made applicable by Section 358,. 
Appendix, infra. 
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or their corporation, particularly in view of their contempora- 
1 neous insistence in their corporation income tax return (Form 
1120) that the $120,000 was subject to depletion, on the theory 
that it was advance royalty. 

In such circumstances no purpose could be served in remand¬ 
ing this case to the Tax Court for further hearing on the matter 
of penalty. The facts were stipulated below. A mistake as to 
the law, we submit, cannot be “reasonable cause” for not doing 
1 what the law commands. (If, however, the Court should take 
1 the contrary view, i. e., that there is a fact question for deter- 
i mination by the Tax Court, the remand should be for the 
carefully limited purpose of determining that fact question.) 

CONCLUSION 

The decision of the Tax Court should be reversed, and the 
cash bonus which taxpayer received in the tax year held to be 
personal holding company income within the meaning of the 
statute. Taxpayer should also be held liable for the statutory 
25 per cent delinquency penalty for failure to file a personal 
holding company tax return for the tax year. 

Respectfully submitted, 

Samuel O. Clark, Jr., 
Assistant Attorney General. 

Sewall Key, 

Warren F. Wattles, 

Special Assistants to the Attorney General. 

April 1944. 





APPENDIX A 

Revenue Act of 1936, c. 690, 49 Stat. 1648: 

Title I—Income Tax 

***** 

SUBTITLE C—SUPPLEMENTAL PROVISIONS 

***** 

Supplement M—Interest and Additions to the Tax 

Sec. 291. Failure to file return. 

In case of any failure to make and file return required 
by this title, within the time prescribed by law or pre¬ 
scribed by the Commissioner in pursuance of law, unless 
it is shown that such failure is due to reasonable cause 
and not due to willful neglect, there shall be added to 
the tax: 5 per centum if the failure is for not more than 
thirty days with an additional 5 per centum for each 
additional thirty days or fraction thereof during which 
such failure continues, not exceeding 25 per centum in 
the aggregate. The amount so added to any tax shall 
be collected at the same time and in the same manner 
and as a part of the tax unless the tax has been paid 
before the discovery of the neglect, in which case the 
amount so added shall be collected in the same manner 
as the tax. The amount added to the tax under this 
section shall be in lieu of the 25 per centum addition to 
the tax provided in section 3176 of the Revised Statutes, 
as amended. 

***** 

Title IA— Additional Income Taxes 

Sec. 351. Surtax on personal holding companies. 
[As amended by Section 1, Revenue Act of 1937, c. 815, 
50 Stat. 813.] 
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There shall be levied, collected, and paid, for each tax¬ 
able year (in addition to the taxes imposed by Title I), 
upon the undistributed adjusted net income of every 
personal holding company a surtax equal to the sum of 
the following: 

(1) 65 per centum of the amount thereof not in ex¬ 
cess of $2,000; plus 

(2) 75 per centum of the amount thereof in excess 
of $2,000. 

Sec. 352. Definition of a personal holding com¬ 
pany. [As amended by Section 1, Revenue Act of 1937, 
c. 815, 50 Stat. 813.] 

(a) General Rule .—For the purposes of this title and 
of Title I the term “personal holding company” means 
any corporation if— 

(1) Gross Income Requirement .—At least 80 per 
centum of its gross income for the taxable year is per¬ 
sonal holding company income as defined in section 353; 
but if the corporation is a personal holding company 
with respect to any taxable year, then, for each sub¬ 
sequent taxable year, the minimum percentage shall be 
70 per centum in lieu of 80 per centum, until a taxable 
year during the whole of the last half of which the stock 
ownership required by paragraph (2) does not exist, or 
until the expiration of three consecutive taxable years 
in each of which less than 70 per centum of the gross 
income is personal holding company income; and 

(2) Stock Ownership Requirement .—At any time 
during the last half of the taxable year more than 50 per 
centum in value of its outstanding stock is owned, di¬ 
rectly or indirectly, by or for not more than five in¬ 
dividuals. 

***** 

Sec. 353. Personal holding company income. 
[As amended by Section 1, Revenue Act of 1937, c. 815, 
50 Stat. 813.] 

For the purposes of this title the term “personal hold¬ 
ing company income” means the portion of the gross in¬ 
come which consists of: 















agency in the Executive Branch of the Government. 

. The Board shall be known as The Tax Court of the 
United States and the members thereof shall be known 
as the presiding judge and the judges of The Tax Court 

of the United States. (26 U. S. C. 1940 ed., Sec. 1100.) 

# # # * * 

Sec. 1141. Courts of review. 

(a) Jurisdiction. —The Circuit Courts of Appeals 
and the United States Court of Appeals for the District 
of Columbia shall have exclusive jurisdiction to review 
the decisions of the Board, except as provided in section 
239 of the Judicial Code, as amended, 43 Stat. 938 
(U. S. C., Title 28, § 346); and the judgment of any 
such court shall be final, except that it shall be subject 
to review by the Supreme Court of the United States 
upon certiorari, in the manner provided in section 240 
of the Judicial Code, as amended, 43 Stat. 938 (U. S. C., 
Title 28, § 347.) 

(b) Venue. — 

(1) In General. —Except as provided in paragraph 2, 
such decisions may be reviewed by the Circuit Court of 
Appeals for the circuit in which is located the collector’s 
office to which was made the return of the tax in respect 
of which the liability arises or, if no return was made, 
then by the United States Court of Appeals for the Dis¬ 
trict of Columbia. 

(2) By Agreement. —Notwithstanding the provi¬ 
sions of paragraph 1, such decisions may be reviewed by 
any circuit court of appeals, or the United States Court 
of Appeals for the District of Columbia, which may be 
designated by the Commissioner and the taxpayer by 
stipulation in writing. 

* # * * * 

(26 U. S. C. 1940 ed., Sec. 1141.) 

Treasury Regulations 94, promulgated under the Revenue 
Act of 1936: 

Art. 351-8. Return and payment of tax. —A separate 
return is required for the surtax imposed under section 
351. Such return shall be made on Form 1120H. In 


the case of a personal holding company which is;a 
domestic corporation, the return is required to be made 
within the time prescribed in section 53 and in the case 
of a foreign corporation within the time prescribed in 
section 235. The tax shown by the corporation on its 
return must be paid in the case of a domestic corpora¬ 
tion within the time prescribed in section 56 and in 
the case of a foreign corporation within the time pre¬ 
scribed in section 236. The same provisions of law re¬ 
lating to the period of limitation for assessment and 
collection which govern the taxes imposed by Title I also 
apply to the surtax imposed under Title IA. However, 
since the surtax imposed under Title IA is a distinct 
and separate tax from those imposed under Title I, the 
making of a return under Title I will not start the period 
of limitation for assessment of the surtax imposed under 
Title IA. If the corporation subject to section 351 
fails to make a return, the tax may be assessed at any 
time. If the Commissioner finds a deficiency in respect 
of the tax imposed by section 351, he is required to fol¬ 
low the same procedure which applies to deficiencies in 
income tax under Title I. The penalties applicable to 
the income taxes imposed under Title I, as well as the 
provisions of Title I relating to interest and additions 
to the tax, also apply to the surtax imposed by section 
351. The administrative provisions applicable to the 
surtax imposed by section 351 are not confined to those 
contained in Title I but embrace all administrative pro¬ 
visions of law which have any application to income 
taxes. 

* * * * * 

Art. 353-1. Personal holding company income. —[As 
amended by T. D. 4791,1938-1 Cum. Bull. 83,102-104, 
to accord with the Revenue Act of 1937.] The term 
“personal holding company income” means the portion 
of the gross income which consists of the following: 

# * * * * 

(3) Royalties (other than mineral, oil, or gas royal¬ 
ties). —The term “royalties” includes amounts received 
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for the privilege of using patents, copyrights, secret proc¬ 
esses and formulas, good will, trade marks, trade brands, 
franchises, and other like property. It does not include 
rents, nor overriding royalties received by an operating 
company. As sued in this paragraph the term “over¬ 
riding royalties” means amounts received from the sub¬ 
lessee by the operating company which originally leased 
and developed the natural resource property in respect 

of which such overriding royalties are paid. 

* * * * * 

(10) Rents .—The rents which are to be included in 
personal holding company income consist of compensa¬ 
tion, however designated, including charter fees, etc., for 
the use of, or the right to use, real property, or any other 
kind of property, but do not include amounts constitut¬ 
ing personal holding company income under section 
353 (f) and paragraph (9) of this article. However, 
rents do not constitute personal holding company income 
if constituting 50 percent or more of the gross income of 
the corporation. 

(11) Mineral, oil, or gas royalties .—The income from 
mineral, oil, or gas royalties is to be included as personal 
holding company income, unless (A) the aggregate 
amount of such royalties constitutes 50 percent or more 
of the gross income of the corporation for the taxable 
year and (B) the aggregate amount of deductions allow¬ 
able for expenses under section 23 (a) (other than com¬ 
pensation for personal services rendered by the share¬ 
holders of the corporation) equals 15 percent or more of 
the gross income of the corporation for the taxable year. 

The term “mineral, oil, or gas royalties” means all 
royalties, except overriding royalties, received from any 
interest in mineral, oil, or gas properties. The term 
“mineral” includes the ores specified in paragraph (<f) 
of article 23 (m)-l. As used in this paragraph the term 
“overriding royalties” means amounts received from the 
sublessee by the operating company which originally 
leased and developed the natural resource property in 
respect of which such overriding royalties are paid. 
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APPENDIX B 

Docket No. 101596 

Clarion Oil Company, petitioner 
vs. 

Commissioner of Internal Revenue, respondent 

Appearances: For Taxpayer: J. L. Lockett. For Comm’r: 
F. B. Schlosser. 


1940 


Docket entries 


Feb. 29—Petition received and filed. Taxpayer notified. 
Fee paid. 

Feb. 29—Copy of petition served on General Counsel. 

Mar. 23—Answer filed by General Counsel. 

Mar. 23—Request for hearing in Houston, Texas, filed by 
General Counsel. 

Mar. 27—Notice issued placing proceeding on Houston, 
Texas calendar. Answer and request served. 

Nov. 6—Hearing set January 6,1941—Houston, Texas. 

1941 

Jan. 10—Hearing had before Mr. Smith on merits. Counsel 
moves to consolidate with Docket 103663—4 
Granted. Motion of petitioner to file amend¬ 
ments to petition filed and granted. Copies 
served. Stipulation as to the facts filed. Briefs 
due 3-11-41. Replies due March 26, 1941. 

Jan. 24—Answer to amendment to petition, filed by Gen-[ 
eral Counsel. 1-27-41 Copy served. 

Feb. 1—Transcript of hearing 1-10-41 filed. 

Mar. 6—Brief filed by taxpayer. 

Mar. 11—Motion for extension to March 31, 1941 to file 
brief, filed by General Counsel. 3—12— 43 [ 
Granted. 

Mar. 21—Brief filed by General Counsel. 

Mar. 21—Copy of brief served on General Counsel. 

583931—44- i (23) 


I 




1943 

Mar. 11—Opinion rendered—Kern. Judge. Decision will be 
entered for petitioner. Copy served 3-22-43. 

Mar. 23—Decision entered. Kern, Judge. Div. 16. 

June 22—Petition for review by U. S. Circuit Court of Ap¬ 
peals, 5th Circuit, with .assignments of error, 
filed by General Counsel. 

June 23—Petition for review by U. S. Circuit Court of Ap¬ 
peals for the District of Columbia, filed by 
General Counsel. 

June 24—Notice of filing petition for review sent to J. L. 
Lockett, filed. 

July 7—Proof of service of filing petition for review (5th 

Circuit) filed by General Counsel (2). 

July 7—Proof of service of filing petition for review (U. S. 

District Court of Appeals) filed by General 
Counsel (1). 

July 12—Proof of service of filing petition for review (J. L. 

Lockett) filed by General Counsel. (District of 
Columbia Court of Appeals.) 

July 20—Statement of points to be urged by the petitioner 
on review, filed by General Counsel. (District 
of Columbia Court of Appeals.) 

July 30—Motion for extension to 9-21^43 to transmit rec¬ 
ord, filed by G. C. 

July 30—Order enlarging time to Sept. 21, 1943 to prepare 
and deliver the record, entered. 

Aug. 3—Praecipe for record, filed by General Counsel with 

proof of service thereon. (District of Columbia 
Court of Appeals.) 

Aug. 3—Designation of additional portions of the record 

and proceedings to be included in record, filed 
by taxpayer, with proof of service thereon. 
(District of Columbia Court of Appeals.) 


United States Board of Tax Appeals 
Docket No. 101596 

Clarion Oil Company, petitioner 
vs. 

Commissioner of Internal Revenue, respondent 

Received Feb. 29,1940. U. S. Board of Tax Appeals. 

s 

. Petition 

J. L. Lockett, 

2201 Gulf Building, Houston, Texas, 

Counsel for Petitioner. 

United States Board of Tax Appeals 
Docket No. — 

Clarion Oil Company, petitioner 
vs. 

Commissioner of Internal Revenue, respondent 

Petition 

The above named Petitioner hereby petitions for a redeter¬ 
mination of the deficiency determined by Respondent, Com¬ 
missioner of Internal Revenue, as set forth in Respondent's 
notice of deficiency dated December 21, 1939, copy of which, 
with statement accompanying the same, is hereto attached 
(marked Exhibit A), and as a basis for this proceeding, reserv¬ 
ing the right to file later an amplified and more detailed 
amended petition, Petitioner alleges as follows: 

I 

Petitioner is a corporation, duly incorporated under the laws 
of Texas, and having its domicile and principal office in the 
City of Houston, in Harris County, Texas. 

II 

The Respondent’s (letter) notice of the deficiency herein 
complained of is dated December 21, 1939, and was mailed on 


the same day; and this petition is filed within ninety days after 
the date of mailing. 

III 

The taxes in controversy are personal holding company sur¬ 
tax (in the sum of $35,000.44) and penalty (in the sum of $8,- 
750.11), aggregating $43,750.55, in respect of the calendar year 
1937; asserted by Respondent to be due under Section 351 of the 
Revenue Act of 1937 and Section 291 of the Revenue Act of 
1936; all of which tax and penalty are in controversy herein. 

IV 

The determination of taxes (and penalty) now appealed from 
(as set forth in said notice of deficiency) is based upon the fol¬ 
lowing errors committed by the Commissioner of Internal Reve¬ 
nue, to wit: 

1. The error of the Commissioner in finding and determining 
that the sum of $120,000.00 received in 1937 by Petitioner as 
cash consideration for Petitioner’s assignment of its undivided 
% interest in a certain pre-existing oil, gas and mineral lease, 
constituted personal holding company income as defined in Sec¬ 
tion 353 of the Revenue Act of 1937; and thereupon finding and 
determining that Petitioner was in 1937 a personnal holding 
company as defined in Section 352 of the Revenue Act of 1937; 
also 

2. The error of the Commissioner in finding and determining 
that under Section 291 of the Revenue Act of 1936, Petitioner 
is liable for a delinquency penalty in the amount of 25% of the 
personal holding company surtax determined against Peti¬ 
tioner for 1937. 

3. The failure and omission of the Commissioner (in comput¬ 
ing the amount of 1937 personal holding company surtax) to 
deduct from the income on which said surtax was computed, 
(1) the amount of excess profits tax ($1,448.80) and (2) the 
amount of normal tax ($14,454.02) accrued and paid in respect 
of Petitioner’s income for the calendar year 1937. 

V 

The facts upon which Petitioner relies are as follows: 

1. Petitioner is a corporation duly incorporated on Febru¬ 
ary —, 1911, for the purpose, as stated in its charter as follows: 




The purpose for which it is formed is the establishment 
and maintenance of an oil company with authority to 
contract for the lease and purchase of the right to pros¬ 
pect for, develop and use coal and other minerals, and 
petroleum; also, the right to erect, build and own, all 
necessary oil tanks, cars and pipes necessary for the 
operation of the business of the same. 

Since incorporation, Petitioner has been engaged in carrying 
on the business authorized by its charter. 

2. Prior to the year 1936, taxpayer acquired a % interest in 
lessee rights under an oil, gas and mineral lease on land located 
in the Gentry Survey in Harris County, Texas, and Petitioner’s 
interest was acquired by assignment from the assignee of the 
lessee named in the lease. The five-year term of the lease 
expired in November 1938, and could not be further extended 
by rental payments, but in absence of prior discovery of mineral 
in paying quantities, finally terminated in November 1938. In 
1937, Petitioner sold its interest in the lease to Humble Oil & 
Refining Company for a cash consideration of $120,000.00, the 
assignment providing also for an oil payment of $240,000.00 out 
of a share of oil if, as and when produced, and for an overriding 
royalty of 1/32 of oil which might be produced. Before ex¬ 
piration of the lease, Humble Oil & Refining Company in 1938 
drilled on the property a dry hole, which condemned the prop¬ 
erty as bearing no oil, and the lease was abandoned. Petitioner 
never received anything from the lease or the assignment ex¬ 
cept the $120,000.00 received in 1937 for the assignment. Re¬ 
spondent’s audit of Petitioner’s 1937 return was made in 1938 
after completion of the dry hole and condemnation and aban¬ 
donment of the lease. In its 1937 return, Petitioner included 
as taxable income the sum of $120,000.00 received for assign¬ 
ment of said lease; in its depletion deductions, it included 
$33,000.00, being 271/ 2 % of said $120,000.00. 

In his determination of the tax here involved, the Commis¬ 
sioner has held said sum of $120,000.00 to be advance royalty 
and personal holding company income. Petitioner’s gross in¬ 
come for 1937 (as audited by Respondent) was $248,651.66, 
including said $120,000.00. 
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Wherefore, Petitioner prays that the Board, upon hearing 
hereof, enter its findings and. order that no deficiency or penalty 
exists in respect of Petitioner’s tax for 1937, or, in the alterna¬ 
tive, redetermine the amount of Petitioner’s liability, if any; 
and that the Board enter such further findings and orders as 
may be proper under the law and the facts. 

J. L. Lockett, 

J. L. Lockett, 

i • • 

Counsel for Petitioner, 
Address, 2201 Gulf Bldg., Houston, Texas . 

The State of Texas, 

County of;Harris, $s: 

J. C. McKallip, Jr., being duly sworn, says that he is Presi¬ 
dent of Clarion Oil Company, the Petitioner named in the fore¬ 
going Petition; that he has read the foregoing Petition or had 
the same read to him, and is familiar with the statements con¬ 
tained therein; and that the facts stated are true except as to 
those facts stated to be upon information and belief, and those 
facts he believes to be true. 

(Signed) J. C. McKallip, Jr. 

Subscribed and sworn to before me, this 26th day of February, 
1940. 

[seal] (Signed) Bessie Seifert, 

Notary Public in and for 

Harris County, Texas. 

Treasury Department 

DALLAS, TEX. 

* Dec. 21, 1939. 

Office of Internal Revenue Agent in Charge, Dallas Division, 

In Reply Refer To Dallas—IRA: 90D-H 
Clarion Oil Company, 

2705 Esperson Building, Houston, Texas. 

Sirs: You are advised that the determination of your per¬ 
sonal holding company surtax liability for the taxable year 
ended December 31, 1937 discloses a deficiency of $35,000.44, 
and $8,750.11 in penalty, as shown in the statement attached. 
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In accordance with the provisions of existing internal rev- 
enue laws, notice is hereby given of the deficiency mentioned. 

Within ninety days (not counting Sunday or a legal holiday 
in the District of Columbia as the ninetieth day) from the date 
of the mailing of this letter, you may file a petition with the 
United States Board of Tax Appeals for a redetermination of 
the deficiency. 

Should you not desire to file a petition, you are requested 
to execute the enclosed form and forward it to the Internal 
Revenue Agent in Charge, 422 Federal Building, Dallas, Texas, 
for the attention of C:RLP. The signing and filing of this 
form will expedite the closing of the case by permitting an 
early assessment of the deficiency, and will prevent the ac¬ 
cumulation of interest, since the interest period terminates 
thirty days after filing the form, or on the date assessment is 
made, whichever is earlier. 

Respectfully, 

Guy T. Helvering, 
Commissioner. 

By B. W. Wilde, 

Internal Revenue Agent in Charge. 

Enclosures: 

Statement. 

Form of Waiver. 


STATEMENT 

Dallas. 

IRA:90D-H 

Clarion Oil Company 
2705 Esperson Building 

HOUSTON, TEXAS 

Tax Liability for the Taxable Year Ended December 31, 1937 

Personal Holding Company Surtax, Liability $35,000.44; 
Assessed, None; Deficiency, $35,000.44; Penalty, $8,750.11. 

In making this determination of your personal holding com¬ 
pany surtax liability, careful consideration has been given to 
the report of examination dated March 7,1939; to your protest 


received April 25,1939; and to the statements made at the con¬ 
ference held September 13, 1939. 

Inasmuch as you failed to file a personal holding company 
return on form 1120H within the time prescribed by law, 25 
per centum of the tax has been added thereto in accordance with 
the provisions of section 291 of the Revenue Act of 1936. 

Your contention that you should be relieved of the personal 
holding company surtax and delinquency penalty has been de¬ 
nied as it is held that for the taxable year 1937 you came within 
the classification of a personal holding company as defined in 
section 352 (a) of the Revenue Act of 1937 and are subject in 
such year to the surtax imposed by section 351 of the Revenue 
Act of 1937 and to the delinquency penalty imposed by section 
291 of the Revenue Act of 1936. 

A copy of this letter and statement has been mailed to your 
representative, Mr. J. L. Lockett, Gulf Building, Houston, 
Texas, in accordance with the authority contained in the power 
of attorney executed by you and on file in this office. 

Computation of Undistributed Adjusted Net Income Under 
Section 351 of the Revenue Act of 1937 


Net income for income tax computation_$162,386.45 

Less: Federal income tax paid for the taxable year 1936- 452.53 


Adjusted.net income- 161,933.92 

Less: Dividends paid credit_—_ 115,000.00 


Undistributed adjusted net income_ 46,933.92 

Computation of Tax 

Undistributed adjusted net income_ $46,933.92 

Tax at 65% on $2,000.00_ 1,300.00 

Tax at ,75% on $44,933.92_ 33,700.44 


Correct personal holding company surtax liability_ 35,000.44 

Personal holding company surtax assessed_ None 


Deficiency of personal bolding company surtax_ 35,000.44 

25% delinquency penalty- 8,750.11 

Penalty assessed- None 


Deficiency of penalty. 


8,750.11 











United States Board of Tax Appeals 
Docket No. 101596 

Clarion Oil Company, petitioner 
v. 

Commissioner of Internal Revenue, respondent 

Answer 

The Commissioner of Internal Revenue, by his attorney, 
J. P. Wenchel, Chief Counsel, Bureau of Internal Revenue, for 
answer to the petition filed in the above-entitled appeal, admits 
and denies as follows: 

1. Admits the allegations contained in paragraph I of the 
petition. 

2. Admits the allegations contained in paragraph II of the 
petition. Further admits that a copy of said notice of defi¬ 
ciency is attached to the petition. 

3. Admits the allegations contained in paragraph III of the 
petition. 

4. (1) (3) Denies that the respondent erred in the manner 
alleged in subparagraphs (1), (2) and (3) of paragraph IV of 
the petition. 

5. (1) For lack of information sufficient to form a belief, 
denies the allegations contained in subparagraph (1) of para¬ 
graph V of the petition. 

(2) Admits the allegations contained in the first paragraph 
of subparagraph (2) of paragraph V of the petition. 

Admits that in his determination of the tax here involved the 
Commissioner has held said sum of $120,000.00 to be personal 
holding company income and that petitioner’s gross income for 
1937 (as audited by respondent) was $248,651.65, including said 
$120,000.00, but denies the remaining allegations contained in 
the second paragraph of subparagraph (2) of paragraph V of 
the petition. 

Denies generally and specifically each and every allegation 
contained in the petition not hereinbefore expressly admitted, 
qualified or denied. 


32 


Wherefore, it is prayed that the taxpayer’s appeal be denied 
and that the determination of the Commissioner be approved. 

(Signed) J. P. Wenchel, 

F. B. S. 

J. P. Wenchel, 

Chief Counsel, 
Bureau of Internal Revenue. 

Of Counsel: 

James L. Backstrom, 

Division Counsel, 

Frank B. Schlosser, 

Special Attorney, 

Bureau of Internal Revenue. 

FBS/AES 3-18-40. 

* 

United States Board of Tax Appeals 
Docket No. 103663 
Clarion Oil Company, petitioner 
v. 

Commissioner of Internal Revenue, respondent 
Amendment to petition 

Petitioner with leave of the Board files this amendment by 
way of addition and supplement to its Original Petition herein 
filed on July 1, 1940, and not waiving but insisting upon the 
ground of error set out in its original petition, says that the 
determination of taxes now appealed from is based upon the 
following errors committed by Respondent, to wit: 

2. The error of the Commissioner in finding and determining 
that the 833,000 (representing, as stated by Respondent “statu¬ 
tory depletion of 27V 2 % of 8120,000 bonus received July 3,1937 
upon assignment of lease interest from A. M. Gentry Survey, 
Harris County, Texas, on which leased premises there was no 
production prior to termination of the lease in 1938”) con¬ 
stituted personal property income under the provisions of 
Section 403 of the Revenue Act of 1938. 

3. The error of the Commissioner in finding and deter¬ 
mining that Petitioner is liable for any surtax under Title IA 
of the Revenue Act of 1938, which Title is in respect of Peti- 



tioner and undistributed Title IA adjusted net income for 
1938 and in respect of the taxes imposed and determined by 
the Commissioner so unreasonable, arbitrary, excessive and 
confiscatory as to constitute a taking of the Petitioner’s prop¬ 
erty without due process of law in violation of the Fifth Amend¬ 
ment to the Constitution of the United States. 

4. The error of the Commissioner in finding and determin¬ 
ing that Petitioner is liable for surtax set forth in his deficiency 
notice under Title IA of the Revenue Act of 1938, which Title 
is in its application to Petitioner and its undistributed adjusted 
net income for 1938, and in respect of the proposed deficiency 
invalid because it in effect imposes a tax which is in actuality 
a direct tax without apportionment among the several states 
and without regard to any census or enumeration in violation 
of Section 9 of Title I of the Constitution of the United States 
and is not a tax on income within the meaning and operation 
of the Sixteenth Amendment to the Constitution of the United 
States. 

Wherefore, Petitioner prays that the foregoing assignments 
of error be considered by the Board in addition to and in con¬ 
nection with the specification of error in the Original Petition 
and the evidence to be submitted by the Board and that upon 
hearing Petitioner be granted relief as prayed for in its Original 
Petition. 

J. L. Lockett, 

J. L. Lockett, 

Counsel for Petitioner, 
Address: 2201 Gulf Bldg., Houston, Texas. 


United States Board of Tax Appeals 
Docket No. 101596 
Clarion Oil Company, petitioner 


v. 

Commissioner of Internal Revenue, respondent 
Answer to amendment to petition 

The Commissioner of Internal Revenue, by his attorney, J. P. 
Wenchel, Chief Counsel, Bureau of Internal Revenue, for an-| 
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swer to the amendment to petition filed in the above-entitled 
appeal, denies as follows: 

4,5, and 6. Denies that the respondent erred in the manner 
alleged in paragraphs 4,5 and 6 of the amendment to petition. 

(Signed) J. P. Wenchel, 

I F. B. S. 

J. P. Wenchel, 

Chief Counsel, 
Bureau of Internal Revenue. 

Of Counsel: 

James L. Backstrom, 

Division Counsel, 

Frank B. Schlosser, 

Special Attorney, 

Bureau of Internal Revenue. 

FBS/sfc-1-21-41. 

i The Tax Court of the United States 

Clarion Oil Co., petitioner 
v. 

Commissioner of Internal Revenue, respondent 
Docket Nos. 101596, 103663. Promulgated March 11, 1943 

1. In 1937 petitioner, owning a three-fourths interest in an 
oil and gas lease, assigned its interest therein to an oil company 
for a cash payment of $120,000 and (a) an overriding royalty 
of V 24 of production, and (b) a further payment out of pro¬ 
duction until the aggregate thereof should equal $320,000. 
Held, that the $120,000 received in 1937 was not “personal hold- 

1 ing company income” within the meaning of section 353 of the 
1 Revenue Act of 1936 (added by section 1 of the Revenue Act 
of 1937). 

2. Petitioner filed its income and excess profits tax return 
i for 1937 on the cash receipts and disbursements basis and paid 

the taxes shown to be due thereon in 1938. Held, that such 
!. taxes are not deductible in determining net income for 1937. 



3. In its income tax return for 1937 the petitioner claimed 
and was allowed a depletion deduction in the amount of $33,- 
000 on the said $120,000 cash bonus received in that year. In 
1938 the lease was abandoned after the land had been proven 
to be without oil or gas. Held, that the $33,000 constituted 
taxable income for 1938. Grace M. Barnett, 39 B. T. A. 864. 

J. L. Lockett, Esq., for the petitioner. 

Frank B. Schlosser, Esq., for the respondent. 

Opinion 

Kern, Judge: These proceedings, consolidated for hearing, 
involve deficiencies in petitioner’s income tax and personal 
holding company surtax and penalty as follows: 


Year 

Docket No. 

Income tax 

Personal 
holding com¬ 
pany surtax 

Penalty 

1037. 

101590 


$35,000.44 

14.946.90 

$8,750111 

1038... 

103063 

$6,375.19 




The questions in issue are: 

(1) Whether petitioner was a personal holding company in 
1937; or, more specifically, whether an amount of $120,000 
which petitioner received in that year as a cash payment in con¬ 
sideration for the assignment of an oil and gas lease was per¬ 
sonal holding company income within the meaning of section 
353 of the Revenue Act of 1936 (added by section 1 of the 
Revenue Act of 1937), and, if so, whether petitioner is liable 
for the statutory 25 percent delinquency penalty for failure 
to file a personal holding company return for 1937. 

(2) Whether, in computing petitioner’s personal holding 
company surtax liability, if any, for 1937, the amounts of its 
normal and excess profits taxes for that year are deductible. 

(3) Whether the statutory percentage depletion deduction 
which the petitioner took in 1937, amounting to $33,000, on 
the $120,000 received in that year for assignment of the lease 
is includible in computing petitioner’s income tax and personal 
holding company surtax for 1938 when the lease proved un¬ 
productive and was abandoned by the assignee. 
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(4) Whether if the petitioner is held liable for the personal 
holding company surtax and penalty for 1937, as determined 
by the respondent, the provisions of the statute under which 
such tax and penalty are imposed are unconstitutional. 

The proceedings were submitted on the following stipulation 
of facts: 

1. Petitioner is a corporation created under the laws 
of Texas in 1911, and now having a capital stock of 
$200,000 since the seventh day of July, 1931, when its 
capital stock was reduced from $1,000,000. Its office is 
at Houston, Texas. It filed its income tax returns for 
1937 and 1938 with the collector at Austin. Originally 
incorporated by two brothers who were practical oil men 
and drillers, both now deceased, the entire capital stock 
of the corporation passed to their respective families, 
and during 1937 and 193S more than 50 percent in value 
of its outstanding stock was owned by or for not more 
than five individuals within the meaning of Section 352 
(a) (2) of the Revenue Act of 1936, as amended, and 
of section 402 of the Revenue Act of 1938. 

2. Article II of petitioner’s charter reads as follows: 

“The purpose for which it is formed is the establish¬ 
ment and maintenance of an oil company with authority 
to contract for the lease and purchase of the right to 
prospect for, develop and use coal and other minerals 
and petroleum; also the right to erect, build and own all 
necessary oil tanks, cars and pipes necessary for the 
operation of the business of the same.” 

3. Prior to 1937, to wit, on or about the twenty-ninth 
day of November, 1933, petitioner acquired by assign¬ 
ment for the cost of $1.00, an undivided three-fourths 
of the lessee’s (or working) interest in an oil, gas and 
mineral lease dated April 6, 1933, from Frank E. Gavin, 
et al., as lessors, to Arthur Mandell, Jr., as lessee, cover¬ 
ing all of the A. M. Gentry Survey containing 320 acres, 
more or less, in Harris County, Texas. Said lease pro¬ 
vided for a royalty of one-eighth of oil, gas and casing¬ 
head gas produced and also provided for maintaining the 
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lease in force for a series of twelve months periods ag¬ 
gregating five years from November 30,1933, by the pay¬ 
ment on or before the beginning of such respective 
periods of a cash rental of $640.00. Under its terms 
the lease was to lapse on November 30, 1938, unless 
oil, gas or minerals were at said date being produced 
from the said land, or drilling operations were actually 
in progress thereon. No drilling or work for the produc¬ 
tion of oil, gas or other minerals had been done on said 
land under said lease on July 3, 1937. On that date 
petitioner and the other owners of the lessee’s interest 
under said lease assigned the same in writing to Humble 
Oil & Refining Company for the consideration of the 
sum of $160,000.00 cash paid (three-fourths of which 
consideration, $120,000.00, was received by petitioner in 
1937), and in further consideration of (a) an over¬ 
riding royalty of one twenty-fourth of and from produc¬ 
tion from the land, and (b) a further payment out of 
production until the aggregate thereof shall equal 
$320,000.00. 

4. Shortly after acquiring said lease Humble Oil & 
Refining Company drilled a well thereon but failed to 
obtain production of mineral and about the middle of 
1938 the well was abandoned as a nonproducing well. 
No further development was prosecuted for oil, gas, or 
any other mineral; the land was definitely recognized as 
condemned for purposes of the lease and the lease was 
finally abandoned by Humble Oil & Refining Company 
prior to November 30, 1938. No drilling or develop¬ 
ment work was in progress on November 30,1938, there¬ 
fore, the lease by its own terms expired on that date. 

5. In petitioner’s income and excess-profits tax re¬ 
turn for 1937 (Form 1120) there was included as taxable 
income the sum of $120,000.00 received by it for the 
above mentioned assignment of lease and in respect of 
said amount a deduction for depletion was taken in the 
sum of $33,000.00, the return showing specifically and 
particularly the receipt of said sum of $120,000 as con- 
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sideration for said assignment of said lease and showing 
separately and particularly the depletion deduction of 
$33,000.00. Said depletion deduction has been allowed 
by respondent. 

6. In computing the deficiency for 1937 involved in 
Docket No. 101,596, respondent has treated said $120,- 
000.00 as “personal holding company income” within the 
meaning of Section 353 of the Revenue Act of 1936, as 
amended. Respondent has also recognized the other 
items of gross income of petitioner for 1937, to wit: 


Dividends and interest_$75.155.38 

Rents___ 1,335. 56 

Oil royalties_ 52,160. 71 


Total_ 128,651.65 


The total deductions allowable to petitioner for 1937 
under Section 23 (a) (relating to expenses) other than 
compensation for personal services rendered by share¬ 
holders is $4,473.61. 

7. In the computation of the deficiency for the year 
1938 involved in Docket No. 103,663, respondent has in¬ 
cluded as taxable income and as a “personal holding 
company income” to petitioner in said year the sum of 
$33,000.00 being the amount of the depletion deduction 
allowed for 1937 in respect of the above mentioned 
$120,000.00 bonus received by petitioner in 1937 for the 
assignment of the aforesaid mineral lease. Said sum of 
$33,000.00 was not included in petitioner’s return for 
1938 as taxable income. 

8. Petitioner’s officers in preparing the corporation’s 
return for 1937 had no thought that the above mentioned 
$120,000.00 would be considered “personal holding com¬ 
pany income,” or that the corporation could be classified 
as a “personal holding company” under Title IA of the 
Revenue Act of 1936, as amended, and did not file a 
personal holding company return (Form 1120H) for 
1937. On the corporation’s income and excess-profits 
tax return (Form 1120) the answer “No” was given to 
the question, “5. Is the corporation a personal holding 






company within the meaning of Section 351 of the Reve¬ 
nue Act of 1936 as amended by the Revenue Act of 
1937?” 

9. The petitioner was not a “personal holding com¬ 
pany” in any year prior to 1937. 

10. For the year 1937 the amount of petitioner’s net 
income for income tax, as shown by its return and as 
computed by respondent is $162,386.45, of which $68,- 
580.00 is the amount of dividends received. Normal 
tax of $14,454.02 and excess-profits tax of $1,448.80, in 
respect of 1937 income were shown by petitioner’s return 
and paid on March 10, 1938. In 1937 petitioner paid 
$452.53 additional income tax in respect of its income 
for 1936. During 1937, petitioner paid and distributed 
dividends to its shareholders in the aggregate sum of 
$115,000.00 in cash, out of earnings or profits accumu¬ 
lated since February 28,1913. 

11. In computation of the personal holding company 
surtax, for 1937, respondent has deducted from adjusted 
net income, $115,000.00 as a dividends paid credit and 
$452.53 for 1936 income tax paid in 1037, but has not 
made any deduction for the normal tax or for the excess- 
profits tax referred to in paragraph 10, above. 

12. Petitioner’s income tax returns for 1937 and 1938 
were made on the basis of actual receipts and disburse¬ 
ments. 

13. The petitioner’s tax returns for 1937 and 1938 were 
filed with the collector of internal revenue for the Aus¬ 
tin, Texas, district. 

1. Our first question is whether the $120,000 cash bonus 
which the petitioner received in 1937 as a part of the considera¬ 
tion for the assignment of its three-fourths interest in the lease 
to the Humble Oil & Refining Co. was personal holding com¬ 
pany income within the meaning of section 353 of the Revenue 
Act of 1936 (added by section 1 of the Revenue Act of 1937). 

The stipulated facts show that more than 50 percent in value 
of the petitioner’s outstanding stock was owned during the 
taxable years 1937 and 1938 by or for not more than five indi- 
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viduals, within the meaning of section 352 (a) (2) of the Reve¬ 
nue Act of 1936. as amended, and of section 402 of the Revenue 
Act of 1938. The requirements of the statute as to stockhold¬ 
ings for a personal holding corporation are admittedly present. 

Section 352 of the Revenue Act of 1936 (added by section 1 
of the Revenue Act of 1937) . gives as the gross income require¬ 
ment of a personal holding company that at least 80 percent 
of its gross income for the taxable year must be personal holding 
income within the definition of section 353 of the Revenue Act 
of 1936, likewise added by section 1 of the Revenue Act of 
1937. The petitioner's gross income for 1937 consisted of the 
following: 


Dividends and interest_$75.155.38 

Rents. 1,335.06 

Oil royalties_ 52,160. 71 

Cash bonus. 120.000.00 


Total.......24*. 651.65 


The adjusted net income has been found by the respondent 
to be $161,933.92. 

It is the contention of the petitioner that the $120,000 cash 
bonus was not personal holding company income within the 
meaning of section 353. It is manifest that if it was not. then 
less than 80 percent of its gross income for 1937 was personal 
holding company income. The petitioner admits that the 
entire amount of $120,000 was taxable income of 1937. It 
returned it as such. 

It is further plain that if the $120,000 cash bonus is to be 
included in personal holding company income for 1937 as roy¬ 
alties the petitioner is liable to personal holding company 
surtax for 1939. since the deductions allowable under section 
23 (a) (relating to expenses) other than compensation for 
personal services rendered by shareholders constitute less than 
15 percent of the gross income. 

Our only question for decision upon this issue is whether the 
$120,000 cash bonus constitutes personal holding company 
income for 1937. 

Section 353 of the Revenue Act of 1936 (added by section 1 
of the Revenue Act of 1937) reads in part as follows: 
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Sec. 353. Personal holding company income. 

For the purpose of this title the term “personal hold¬ 
ing company income” means the portion of the gross 

income which consists of: 

***** 

(g) Rents. —Rents, unless constituting 50 per centum 
or more of the gross income. For the purposes of this 
subsection the term “rents” means compensation, how¬ 
ever designated, for the use of, or right to use, property; 
but does not include amounts constituting personal 
holding company income under subsection (f). 

(h) Mineral, Oil, or Gas Royalties. —Mineral oil, 
or gas royalties, unless (1) constituting 50 per centum 
or more of the gross income, and (2) the deductions 
allowable under section 23 (a) (relating to expenses) 
other than compensation for personal services rendered 
by shareholders, constitute 15 per centum or more of 
the gross income. 

The respondent contends that the $120,000 cash bonus is 
personal holding company income of the petitioner for 1937 
either as “rents” under section 353 (g) or as “royalties” under 
section 353 (h). If it is to be considered “rents,” then the total 
amount of the rents, namely, $120,000 plus $1,335.56, is less 
than 50 percent of the gross income. Therefore whether con¬ 
sidered to be “rents” or to be “royalties” the petitioner is liable 
to personal holding company income surtax for 1937. 

The petitioner contends that the cash bonus of $120,000 can 
not properly be regarded as rents. We agree with this conten¬ 
tion. “Rent” is the payment made for the use or possession of 
property to the owner of the property or of a leasehold interest 
therein, the term of which is greater than the term of the sub¬ 
lease. Tiffany on Real Property (3d Ed.) § 123. In this case 
petitioner assigned all of its “interest under said lease” to the 
Humble Oil Co. If the transaction had consisted solely of peti¬ 
tioner’s assignment of its entire leasehold interest in return for 
a payment of $120,000, we would have no hesitancy in conclud¬ 
ing that the payment received represented purchase price and 
not rent. Under the facts here present, which show’ a reten- 
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tion by the assignor of an overriding royalty interest, the pay- 
■ ment of $120,000 received by the petitioner may not properly 
' be termed a payment of purchase price, Commissioner v. Flem¬ 
ing, 82 Fed. (2d) 324, but we are still of the opinion that it was 
1 not rent. It was “not paid.for time but for oil and gas” to be 
taken out, and was “in the nature of” “and” “to be regarded 
1 as” advance royalty. Anderson v. Helvering, 310 U. S. 404. 
It was not a payment for the use of property, and under the 
laws of Texas it can not be considered as rent. Commissioner 
v. Wilson, 76 Fed. (2d) 766. 

However, while such a payment has been held for purposes 
of depletion to be “in the nature of” and “to be regarded as” 
advance royalty, it is not in fact and in law a royalty. In the 
instant case we are not interested in how the payment should 
be treated, but in what it is, for our question is whether the 
payment here involved constituted “royalties” within the 
' meaning of section 353 (h), which imposes a harsh tax, see 
United Business Corporation of America, 19 B. T. A. 809, 826, 
and not whether for certain purposes it should be treated “as 

i if” it were a royalty. See United Shipyards, Inc. v. Hoey, - 

Fed. (2)-(C. C. A. 2d Cir., Nov. 30, 1942). For the rea¬ 

sons stated by us in Porter Property Trustees, Ltd., 42 B. T. A. 

1 681, 691, we still conclude that “a bonus payable * * * in 

a definite sum and in no way contingent upon or payable from 
the production of oil or gas from the leased property is not a 
‘royalty’” within the meaning of section 353 (h). Nothing 
1 in the cases cited by respondent impels us to change our con¬ 
ception of the law as therein stated. 

It therefore follows that petitioner is not a personal holding 
company within the meaning of the statute, and is not sub- 
• ject to penalty for failure to file a personal holding company 
return on Form 1120H for the year 1937. 

The cases which deal with the question of whether a bonus 
payment such as the one here involved is subject to depletion 
are not in point in considering the narrow question here pre¬ 
sented. Such cases are Cullen v. Commissioner, 118 Fed. (2d) 
651; Commissioner v. West Production Co., 121 Fed. (2d) 9; 
and Anderson v. Helvering, 310 U. S. 404. These cases stem 
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from the case of Palmer v. Bender, 287 U. S. 551, in which the 
taxpayer assigned certain leasehold interests in oil producing 
land and received in partial coiisideration therefor a bonus pay¬ 
ment. The question presented was whether the taxpayer was 
entitled to a deduction for depletion. It was the contention 
of the Government that the assignments in question consti¬ 
tuted sales and not subleases, and since the taxpayer retained 
no reversionary interest he was not entitled to depletion. The 
Court, in deciding that the taxpayer was entitled to a deduc¬ 
tion for depletion, used the following language: 

It has been elaborately argued at the bar and in the 
briefs whether under Louisiana law the two instruments 
are assignments or subleases. We do not think the dis¬ 
tinction material. * * * The language of the stat¬ 
ute is broad enough to provide, at least, for every case 
in which the taxpayer has acquired, by investment, any 
interest in the oil in place, and secures, by any form of 
legal relationship, income derived from the extraction 
of the oil, to which he must look for a return of his 
capital. 

It is apparent that in those cases the question was whether 
the taxpayer had “an ‘economic interest’ in the oil in place 
which is depleted by severance” regardless of the legal no¬ 
menclature to be applied to it, and if it appeared that the tax¬ 
payer had such an economic interest, the courts were not in¬ 
terested in determining its exact legal category. In the instant 
case, however, it is precisely the question of legal nomen¬ 
clature in which we are interested. 

2. Another issue presented herein is whether the petitioner 
is entitled to deduct from the gross income of 1937 normal and 
excess profits taxes for that taxable year which were paid by 
it in 1938. The petitioner made its income tax returns for 
both 1937 and 1938 on the cash basis. Its income tax for 1937 
was $14,454.02 and its excess profits tax $1,448.20. It is the 
petitioner’s contention that since they were assessed upon its 
income for 1937 they must be allowed as deductions in the 
computation of the surtax liability for 1937. Since we have 
held that petitioner is not a personal holding company, this 
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question would now appear to be moot. However, we have 
no doubt but that there is no merit in this contention. A tax¬ 
payer upon a cash basis is entitled to a credit of only the amount 
of tax “paid” within the year. See section 356 (a) of the 
Revenue Act of 1936, added by section 1 of the Revenue Act 
of 1937. If the petitioner had made its returns upon the ac¬ 
crual basis it would clearly be entitled to the deduction claimed. 
But, since it made its returns for both years upon the cash basis, 
it is entitled to the deduction of only the amount of the tax 
paid in 1937, which was $452.53, the amount of its income tax 
liability for 1936. 

3. There is also presented the question whether the $33,000 
percentage depletion deduction which the petitioner deducted 
in 1937 on the $120,000 cash bonus received in that year was 
income taxable to it in 1938 when the lease was abandoned 
without any production, or should be restored to petitioner’s 
income for 1937. 

The petitioner makes no contention that the amount should 
be added to its correct net income for 1937. It does, however, 
contend that it received nothing in 1938 and that the $33,000 
can not be taxed to it in 1938. It further submits on brief that 
but for the consideration of this $33,000 as royalties of 1938 
it would not be liable to personal holding company surtax for 
that year. Whether this is true or not we can not determine 
from the evidence of record. 

That the $33,000 constituted taxable income of the petitioner 
for either 1937 or 1938 admits of no doubt. Grace M. Barnett, 
39 B. T. A. 864; Sneed v. Commissioner , 119 Fed. (2d) 767, 
affirming 40 B. T. A. 1136. We think that it should be treated 
as taxable income of petitioner for the year 1938. 

In the Barnett case we held that the repeated reenactment 
by Congress of the provisions relating to depletion gave the 
force and effect of law to the long established and uniform 
regulations of the Commissioner to the effect that if depletion 
is allowed with respect to a bonus payment and no production 
occurs during the life of the lease, the lessor must restore to 
his capital account and report as income in the year the lease 
terminates the amount which he has been allowed to deduct 


as depletion. See Regulations 94, art. 23 (m)-10; Regulations 
45, art. 215, as amended by T. D. 3938, C. B. V.-2, p. 117. In 
taking and being allowed a depletion deduction in respect of 
the bonus payment in 1937 the petitioner treated itself as a 
“lessor” under the regulations, and must, consequently, be 
treated as such in determining the correct adjustment to be 
made upon the termination of the lease assigned by it before 
any oil or gas was extracted therefrom. This adjustment, as 
we have indicated, should be a return of the amount of the 
deduction as income for the year in which the lease terminated. 

The fact that the question here involved is covered by a 
specific regulation having, as we have held in the Barnett case, 
the force and effect of law distinguishes this case from that of 
E. B. Elliott Co., 45 B. T. A. 82. While the dicta contained 
in the concluding paragraph of our opinion in the Barnett case 
must now be construed in conformity with our opinion in the 
Elliott case, the holding in the Barnett case with regard to the 
force and effect to be given to the Commissioner’s regulations 
applicable to the particular issue here before us is still valid 
for the reasons therein given. 

We are, however, of the opinion that the 833,000 has the 
same character for income tax purposes under both Title I and 
Title IA for 1938 as the original bonus payment had in 1937, 
from which payment it was deducted; that is to say, the portion 
of the bonus ($33,000) upon which the petitioner is not taxed 
for 1937, does not constitute royalties for 1938, as the respond¬ 
ent has determined. 

Since we have held that petitioner was not a personal holding 
company for 1937 within the meaning of the statute, it is unnec¬ 
essary to consider the arguments advanced by petitioner to the 
effect that the application of Title IA of the Revenue Act of 
1936, as amended, to petitioner’s tax liability for the year 1937, 
would be so confiscatory as to render this title unconstitutional. 

Reviewed by the Court. 

In Docket No. 101596 decision will be entered for petitioner. 
In Docket No. 103663 decision will be entered under Rule 50. 

Disney, /., concurs only in the result. 
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Smith, /., dissenting: “Personal holding company income” 
| is defined by section 353 of the Revenue Act of 1936 (added by 
section 1 of the Revenue Act of 1937) as including “mineral, 
oil, or gas royalties” except in circumstances not here present. 
1 The Court holds that the cash bonus of $120,000 received by 
the petitioner as a part of the consideration for the assignment 
of its interest in a lease to the Humble Oil & Refining Co. was 
not a “royalty” since the payment was “in no way contingent 
upon or payable from production of oil or gas.” 

I do not think that this observation is correct, in the light 
of many court opinions. 

In Burnet v. Harmel, 287 U. S. 103, the Supreme Court held 
that a bonus and royalties received by the lessor under an oil 
lease were not capital gains, but were ordinary income, and 
were both subject to depletion deductions. The Court said: 

* # * Bonus and royalties are both consideration 
for the lease, and are income of the lessor. We cannot 
say that such payments by the lessee to the lessor, to 
be retained by him regardless of the production of any 
oil or gas, are any more to be taxed as capital gains than 
royalties which are measured by the actual produc¬ 
tion. * * * 

To the same effect is Murphy Oil Co. v. Burnet, 287 U. S. 
299; Palmer v. Bender, 287 U. S. 551; Bankers' Pocahontas 
Coal Co. v. Burnet, 287 U. S. 308; Anderson v. Helvering, 310 
U. S. 404; and Commissioner v. West Production Co., 121 Fed. 
(2d) 9; certiorari denied, 314 U. S. 682. 

In Anderson v. Helvering, supra, the assignees of certain oil 
interests were held taxable on all of the proceeds from the sale 
of the oil produced, though a portion of such proceeds was 
required to be paid to the assignor under the contract of assign¬ 
ment. In its opinion the Court said, referring to Burnet v. 
Harmel, supra; Murphy Oil Co. v. Burnet, supra, and Bankers' 
Pocahontas Coal Co. v. Burnet, supra, that: “Cash bonus pay¬ 
ments, when included in a royalty lease, are regarded as ad¬ 
vance royalties, and are given the same tax consequences.” 

In Sneed v. Commissioner (C. C. A., 5th Cir.), 119 Fed. (2d) 
767; affirming 40 B. T. A. 1136, the court said: 



* # # It is too well settled to require further dis¬ 
cussion that when oil and gas reserves are leased for 
bonus and royalty, the bonus is an advanced royalty, 
and includes not only gain which is income but also a ~ 
return of capital about to be depleted which is not 
income. * * * 

In most of the above cited cases the taxpayer was the owner 
of the fee in the land and had executed an oil or gas lease for a 
cash bonus plus an additional amount to be paid from produc¬ 
tion. But the same rule applies where a lessee assigns his 
interest in a lease for a like consideration. See Cullen v. Com¬ 
missioner (C. C. A., 5th Cir.), 118 Fed. (2d) 651; Commissioner 
v. West Production Co., supra. 

I can see no reason for giving the term “royalty” included 
in the definition of personal holding company income a differ¬ 
ent connotation from that which has been given to the term 
in the court opinions above cited. 

Arnold, Hill, and Opper, JJ., agree with this dissent. 

The Tax Court of the United States 
Washington 
Docket No. 101596 

Clarion Oil Co., petitioner 
v. 

Commissioner of Internal Revenue, respondent 

Decision 

Pursuant to the determination of the Court, as set forth in 
its opinion promulgated March 11,1943, it is 

Ordered and decided: That there is no deficiency in personal 
holding company surtax and no penalty for the year 1937. 

(Signed) John W. Kern, Judge. 


Entered Mar. 23, 1943. 
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BRIEF FOR THE RESPONDENT 


Counter-Statement of Case 

The statement of case made bv Petitioner in his brief, 

•> ' 

(pp. 2-5) is deemed adequate for the presentation of this 
case and will not be restated. 

Statutes and Regulations Involved 

The pertinent statutes and regulations have been set 
out in Petitioner’s brief (Petitioner’s App. A., pp. 15-20), 
and will not be reprinted herein. 
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Summary of Argument 

The $120,000 cash bonus received by the Respondent in 
1937 from the assignment of its interest in an oil and gas 
lease in Harris County, Texas, did not constitute personal 
holding company income since it was neither “royalties’’ 
nor “rents”. It was not a royalty since its payment was 
in no way dependent upon production of oil and gas from 
the assigned lease. The legislative history of the Revenue 
Act of 1937 indicates that this distinction is applicable to 
the term “royalties” contained in section 353(h) of the 
Revenue Act of 1936, as amended. The treatment of such 
a bonus for depletion purposes is immaterial in that con¬ 
nection. The bonus is not “rents” since it was not paid 
for the use of, or right to use, property. The payment 
was not deductible under section 23(a) of Title I by the 
payor and therefore cannot be “rents” in the hands of 
the recipient under Title I A, since the term “rents” means 
the same thing under both titles. Furthermore, the bonus 
was paid for the working interest in an oil and gas lease 
and not for time. 

The personal holding company statutes are highly penal 
in nature and should be strictly construed. The terms 
“royalties” and “rents” as defined by sections 353(g) 
and 353(h) in no way clearly embrace the bonus payment 
here involved. Any doubt as to the application of the 
statute should be construed most strongly against Peti¬ 
tioner and in favor of the Respondent. 

The decision of The Tax Court that the bonus payment 
was not personal holding company income involved a 
determination as to the nature of the bonus, i. e., whether 
either “rents” or “royalties”. This was a determination 
of fact and since The Tax Court applied the correct rule 
of law-, its decision is final. 

Furthermore, the surtax on personal holding companies 
as applied to the Respondent in 1937, together writh the 
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other corporate taxes, exceeds the available income of 
Respondent for that year and as such becomes a direct 
tax laid without apportionment and one which is, moreover, 
so arbitrary and oppressive as to amount to confiscation, 
thereby violating both Article I, section 9, clause 4, of 
the Constitution of the United States and the Fifth Amend¬ 
ment thereto. 

In the alternative, the Respondent is not subject to the 
statutory 25 percent penalty for failure to file a return on 
form 1120H since such failure was due to reasonable cause 
and not willful neglect. Should this Court feel that the 
initial determination on this issue should be made by The 
Tax Court, this case should be remanded for that purpose. 

ARGUMENT 

I 

The Cash Bonus Which Taxpayer Received During the 
Taxable Year Constituted Neither Royalties nor Rents 
and Was Therefore Not Personal Holding Company 
Income. 

The ultimate issue in this case is whether the $120,000 
cash bonus which taxpayer received from The Humble 
Oil & Refining Company during the taxable year con¬ 
stituted personal holding company income. This issue 
can be reduced to the comparatively narrow one of whether 
such receipt constituted either “royalties’’ within the 
meaning of section 353(h) or “rents” within the meaning 
of section 353(g) of the Revenue Act of 1936, as amended, 
for it is clear that none of the other categories of personal 
holding company income embraces it. Though, as will sub¬ 
sequently appear. Respondent’s position relative to this 
issue is that The Tax Court’s decision is not subject to 
review, we also submit that a reexamination of the question 
on its merits must likewise result in affirmance of The 
Tax Court. 
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(l) The bonus does not constitute royalty. —Irrespec¬ 
tive of the treatment of the cash bonus in question for 
depletion purposes or the fact the gain resulting from 
its receipt is ordinary income rather than a capital gain, 
the bonus is clearly not a royalty in the strict sense of 
the word. The surtax on personal holding companies 
is a harsli tax in the nature of a penalty and, as the 
Respondent hereafter contends, (pp. 13-15) it is entitled 
to have the application of the statute determined in accor¬ 
dance with the letter of the law and not solelv on the 
basis of analogy, implication, or any other rule of loose 
construction. 

In Wright v. Brush, 115 F. (2d) 265, 267 (C. C. A. 10th, 
1940), it is stated: 

“The ordinary and legal meaning of the word ‘royalty’’ 
as applied to an existing oil and gas lease is the com¬ 
pensation provided in the lease to the owner of the 
premises for the privilege of drilling and producing 
oil and gas therefrom, and consists of a share in the 
oil and gas produced. Bellport v. Harrison, 123 Kan. 
310, 255 P. 52.” 

This emphasis upon a share in the product or profit of a 
natural resource property or of measurement by produc¬ 
tion is common to all definitions of the tenn “royalty”. 
See 2 Bouvier y s Law Dictionary (Rawle’s Revision, 1914), 
p. 2975. The cash bonus here involved does not comply 
with such a test. It may be retained by the payee whether 
or not production occurred. 

That this is the sense in which the term “royalties” is 
used in the personal holding company statutes is con¬ 
firmed by the legislative history of the Revenue Act of 
1937. During the course of Congressman Vinson’s expla¬ 
nation of the Bill to the House of Representatives, Con¬ 
gressman Disney raised the question as to the meaning of 
the term “royalties” as used in the definition of personal 
holding company income. The ensuing exchange of remarks, 


to be found in 81 Cong. Rec. 9032-3 (1937), was as fol¬ 
lows: 

“Mr. DISNEY. Royalties in this connection are 
distinguished from trading in royalties or royalty 
interest. These must be actual royalties paid from 
production! 

Mr. FRED M. VINSON. The gentleman is correct. 

Mr. DISNEY. As distinguished from deals in leases 
or operations! 

Mr. FRED M. VINSON. Royalties received from 
patents or copyrights are included. 

Mr. DISNEY. Yes. I understand they are included. 

Mr. FRED M. VINSON. Yes. 

Mr. DISNEY. Royalties per se are what is meant! 

Mr. FRED M. VINSON. Trading in royalties or 
gains made in transactions of that kind would not be 
the royalty income referred to herein. 

Mr. DISNEY. No; that is what I am getting at, that 
there must be actual royalties from actual production 
from property producing oil. 

Mr. FRED M. VINSON. That is correct as it affects 
oil.” 

From the foregoing it is obvious that the term “ royal¬ 
ties" ’ in section 353(h) of the Revenue Act of 1936, as 
amended by section 1 of the Revenue Act of 1937, means 
royalties based on actual production. This is not true 
of the bonus payment in question. 

The cases cited in Petitioner’s brief in an effort to 
sustain his contention that the $120,000 cash bonus is to 
be treated as royalties within the meaning of section 353(h) 
are, with one exception, strictly cases bearing upon the 
entirely unrelated subject of whether such receipts are 
to be deemed proceeds from the sale of property, subject 
to capital gains treatment, or whether they represent the 




6 


type of transaction in which an allowance for depletion 
is available. In reaching the conclusion that such cash 
payments were not to be treated as the proceeds of a sale, 
but as ordinary income subject to depletion, the Supreme 
Court drew an analogy between the bonus payment ac¬ 
companying a mineral lease and a large payment made in 
the first year of an ordinary lease. (Burnet v. Harmel, 
287 U. S.‘ 103 (1932)) 

The Bureau of Internal Revenue admits, however, that 
this does not establish identity between the two types of 
payments for Federal income tax purposes. (G. C. M. 
22730, 1941-1 Cum. Bull. 214, 217) Nor does the use of 
such phrases as “advance royalty” establish that the pay¬ 
ment is in fact a royalty. Even the quoted matter on page 
8 of Petitioner’s brief from Anderson v. Helvering . 310 
IT. S. 404, 409 (1940), to the effect that “cash bonus pay¬ 
ments, when included in a royalty lease, are regarded as 
advance royalties, and are given the same tax conse¬ 
quences,” is to be read in the light of the particular 
problem under consideration. We are not concerned here 
with the ultimate effect of such a bonus for depletion 
purposes, but rather with the fundamental question, is this 
bonus a royalty? 

It is important in this connection to examine with greater 
care the cases which actually decided the question, rather 
than rely upon the colloquialisms used in later decisions 
largely for purposes of convenience of reference. The 
first of these basic cases was Burnet v. Harmel l supra. 
Nowhere is the phrase “advance royalty” or any other 
combination of words employing the term “royalty” used 
to describe the cash bonus under consideration. The heart 
of the decision is contained in the last sentence which 
reads as follows: 

“We cannot say that such payments by the lessee to 
the lessor, to be retained by him regardless of the 
production of any oil or gas, are any more to be 
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taxed as capital gains than royalties which are meas¬ 
ured by the actnal production. See Work v. United 
States, 261 U. S. 352, 357, 358, 67 L. ed. 693, 695, 696, 
43 S. Ct. 389.” [P.112] 

The second case is Murphy OH Company v. Burnet, 287 
U. S. 299 (1932). Throughout the opinion, though refer¬ 
ences to bonuses and royalties are constantly made, the 
dichotomy is preserved. One passage in particular is 
illuminating: 

“The deduction for depletion from the bonus pay¬ 
ments, which the statute requires, must either be made 
after the process of extracting the oil is complete, to 
the extent that the royalties received have been in¬ 
sufficient to replace invested capital, with the attendant 
inconvenience of indefinite postponement of the al¬ 
location of the bonus to income and return of capital, 
or a formula must be adopted by which the appro¬ 
priate allocation may be made as the two classes of 
gross income, bonus and royalties, are received.” 
[P. 306. Italics ours.] 

In a case decided the same day, Bankers Pocahontas Coal 
Company v. Burnet, 287 U. S. 308, 313 (1932), reference 
is made to the Murphy case as holding “that bonus pay¬ 
ments to the lessor of a mineral lease are to be treated as 
advanced payments of royalties and depletion allowed.” 
General as opposed to definitive language of this character 
may be found in many subsequent decisions, but it is sub¬ 
mitted that such language is not to be taken as an exten¬ 
sion of the doctrine announced in Burnet v. Barmel and 
Murphy Oil Company v. Burnet, supra, to the point of 
holding that the cash bonus and a royalty are identical. 
The entire argument of Petitioner on this point is based on 
such general expressions culled from cases wherein there 
was no necessity for the courts to determine that the bonus 
was in fact a royalty. It is significant in this connection 
that Petitioner makes only a casual reference to the Barmel 
case in a footnote (Petitioner’s brief, p. 11), does not cite 
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the Murphy Oil case, and ignores the legislative history 
of the Revenue Act of 1937 quoted above. 

I 

The lack of identity between a cash bonus and a royalty 
is also shown by other tax consequences of bonus pay¬ 
ments. If they are indistinguishable from royalties, then 
it seems clear that their payment by the lessee would be 
deductible or would be exeludible from gross income upon 
some amortization basis. This is not the case. Such pay¬ 
ment by the lessee constitutes a capital investment, recov¬ 
erable through depletion. (Murphy Oil Co. v. Burnet , 55 
F. (2d) 17 (C. C. A. 9th, 1932), aff’d, 287 V. S. 299 (1932)) 
It is clear from such considerations as these that The Tax 
Court was correct in stating that a cash bonus is merely 
“in the nature of” and “to be regarded as” advance 
royalty (1 T. C. 756), for obviously all that is meant is 
that under certain circumstances and in the light of parti¬ 
cular tax consequences, a cash bonus is to be given the 
same treatment as a royalty. At the risk of repetition we 
insist that in this case we are concerned with wiiether a 
cash bonus is a royalty, for the nature of the tax and the 
language of the statute leave no room for including such 
income within the category of personal holding company 
income, unless this is true. The right to depletion, on the 
other hand, is not made by statute to depend upon the 
receipt of a royalty, but upon whether the recipient is 
receiving income which represents a realization of an 
economic interest in oil in place acquired as a capital 
investment. It cannot be said, therefore, that these deci¬ 
sions stressed by Petitioner do more than draw an analogy 
which, under the circumstances of this case, has no bearing 
on the precise question. 

It is true that the Supreme Court in Work v. Mosier, 
261 TJ. S. 352 (1923), a non-tax case, held a cash bonus 
paid for oil leases of Indian lands to be a royalty with¬ 
in the meaning of the Act of June 28, 1906. The question 
there involved was whether the provisions governing the 
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distribution of royalty income to the members of the 
Osage Tribe should likewise be held to cover the cash 
bonuses, the payment of which was apparently not the 
practice when the Act was passed but was one which sub¬ 
sequently developed. The nature of the problem was 
therefore the benefits which Congress really intended to 
bestow upon the Indian beneficiaries by the statute in 
question and involved a construction of the term “royalty” 
in the light of the underlying purpose of the Act and not 
in connection with the imposition of any burden or penalty. 
That this greatly influenced the Court’s conclusion is clear 
from a reading of the entire paragraph from which the 
excerpt on page 7 of Petitioner’s brief is taken. That 
paragraph is as follows: 

“The bonus, which was the result of bidding for 
desirable and profitable oil and gas leases, secured 
for the members of the Osage Tribe the just value 
of the use of their property which the fixing of royal¬ 
ties in advance by the President was not adapted to 
give them. It was, in effect, a supplement to the 
royalties already determined. It was really part of 
the royalty 'or rental in a lump sum or down payment. 
We do not see how it can be classified as anything 
else. It was income from the use of the mineral 
resources of the land. Of course, it involved a con¬ 
sumption and reduction of the mineral value of the 
land, but so does a royalty. This is an inevitable 
characteristic of income from the product of the mine. 
What was intended to be distributed to the members 
of the tribe was the income from the mineral deposits 
in their lands, and the bonus was part of that. Doubt¬ 
less Congress had in mind regular annual or quarterly 
equal payments when it used the word ‘ royalties; ’ 
and did not anticipate such large down payments. But, 
in the unexpected event, we must decide under what 
head the bonus is to be treated,—whether as capital 
or income,—and it seems clear to us that, in view of 
the entire statute, it is more aptly described by the 
latter term. ’ ’ [Pp. 357-8] 
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Clearly this case has no real bearing npon whether 
a cash bonus is to be identified with royalties for pur¬ 
poses of the definition of personal holding company in¬ 
come contained in section 353(h) of the Revenue Act of 
1936, as amended. 

In conclusion, it should be pointed out that the lease 
for which the cash bonus was paid in the instant case 
was terminated in 1938 without production. Any possible 
basis for treating the bonus payment as a royalty there¬ 
fore disappears, since the payment can no longer be 
said to be related to production. Petitioner complains 
that the events of a subsequent year cannot be taken into 
account for this purpose, but this fact does emphasize 
the point that a bonus does not have the direct relation 
to production that is true in the case of a royalty. Actually, 
the granting of a depletion allowance upon a bonus is 
in effect merely a tentative allowance, since it must be 
restored to income if the lease is subsequently terminated 
without production. There is no evidence, however, that 
the Court below allowed its decision to turn on the absence 
of production in the particular case. It was merely cited 
by the Court as an example of the many contingencies 
existing in the case of a bonus which militate against any 
conclusion that it is embraced within the technical defini¬ 
tion of a royalty contained in the personal holding company 
statutes. 

(2) The bonus does not constitute rents .—In deter¬ 
mining whether the cash payment in question can be 
called “rents” within the meaning of section 353(g), w r e 
have the assistance of a statutory definition of the term 
to the effect that it means— 

“compensation, however designated, for the use of, 
or the right to use, property.” 

This is not an apt description of the cash bonus paid 
upon the assignment of an oil lease. Such a bonus is con- 
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sideration for the privilege of extracting the oil, a profit a 
prendre, which is an incorporeal hereditament, not an 
estate in land. The fact that the lessee loses his rights 
before oil is found, thereby producing tax consequences 
to the lessor in the field of depletion, does not convert 
the payment into one for the use of the land. Any rights 
of this character which may be granted are purely inci¬ 
dental to and in furtherance of the primary object of 
realizing upon the natural resource content, if any, of the 
land. Success or failure in the search for oil is immaterial 
to a consideration of the real nature of the transaction. 

Moreover, as pointed out in The Tax Court’s opinion 
(Petitioner’s App. B., pp. 41-2; 1 T. C. 756), rent is the pay¬ 
ment made “for the use or possession of property to the 
owner of the property or of a leasehold interest therein, the 
term of which is greater than the term of the sublease.” 
(Citing Tiffany on Real Property (3rd Ed.) Sec. 123) 
In the instant case, the duration of the interest in the 
leasehold obtained by The Humble Oil & Refining Company 
by virtue of the Respondent’s assignment was coextensive 
with that of the Respondent before the assignment. In 
other words, the Respondent retained no reversionary 
estate which is typical of the usual leasehold. This is 
an elemental principle of the law of landlord and tenant. 
As said in 35 Corpus Juris, “Landlord and Tenant,” sec. 
5, p. 952, “It is necessary to the relation of landlord and 
tenant that a reversionary interest remain in the landlord, 
a conveyance of the landlord’s entire term being an 
assignment rather than a lease.” Thus, to characterize 
as rent the cash payment which formed the immediate 
consideration for the assignment requires an even greater 
departure from sound rules of statutory construction than 
to hold it a royalty. 

Two additional arguments may be made against placing 
the cash bonus in this case in the category of “rents.” 
The first is that, if the payment is properly to be con- 
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sidered a rental, then presumably it may be deducted 
under section 23(a) as rent paid by the assignee. It is 
clear, however, that this is not the case. Such payment 
is considered a capital investment by the assignee, re¬ 
coverable through depletion or, if the property is aban¬ 
doned before its basis has been exhausted, as a loss. 
Petitioner denies the validity of this argument, apparently 
on the ground that a payment may constitute a payment 
‘‘for the use of, or the right to use, property” without at 
the same time being rent under section 23(a). The quoted 
language from section 353(g), however, is merely the 
ordinary definition of rent and is equally applicable to 
section 23(a). Petitioner, in his argument, overlooks 
the statutory admonition contained in section 357 of the 
Revenue Act of 1936, as added by section 1 of the Revenue 
Act of 1937, that— 

‘‘The terms used in this title shall have the same 

meaning as when used in Title I.” 

Tf a payment is not “rents” under section 23(a) of Title 
I, it cannot be “rents” to the recipient under Title IA in 
view of the statutory requirement that the terms under 
both titles mean the same thing. 

The second argument is that every accepted and com¬ 
plete definition of rent points to the element of time as 
the essential measure. What the lessee is buying is time; 
what he pays is measured by time. But what The Humble 
Oil & Refining Company was paying for was not time. 
Tt was for the working interest in an oil lease—the right 
to drill for and remove the oil the parties hoped was 
present under the ground. This was what was paid for, 
whether the oil was there or not. 

Finally, in response to Petitioner’s suggestion that we 
state what we deem the cash payment to be, if neither 
royalty nor rent, we rely upon Murphy Oil Company v. 
Burnet, supra, where the Supreme Court was content to 
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refer to it repeatedly as simply a bonus. We believe there 
is no necessity for calling it anything else. The law 
recognizes many other differences in nomenclature, which 
are, indeed, the tools of accuracy of expression. 

i 

II 

The Personal Holding Company Statutes are Penal in 
Nature and Should be Strictly Construed. 

For the year 1937, the Respondent on a total net in¬ 
come of $162,386.45 paid a normal corporate tax of 
$14,454.02 and an excess profits tax of $1,448.80. The 
surtax on undistributed profits imposed by section 14, 
Revenue Act of 1936, was not applicable to the Respondent 
by reason of its distribution in 1937 of dividends in the 
amount of $115,000 to its stockholders and the utilization 
of a dividends carry-over credit from 1936. (Petitioner’s 
App. B., p. 39) 

This proceeding involves a personal holding company 
surtax under Title IA of the Revenue Act of 1936, as 
amended by section 1 of the Revenue Act of 1937, of 
$35,000.44 and penalty of $8,750.11. Thus, after payment 
of dividends for 1937 in accordance with the spirit of the 
surtax on undistributed profits, Respondent retained 
$47,386.45 of that year’s income with which to pay taxes 
asserted in the aggregate amount of $50,903.66 (corporate 
normal tax, excess profits tax and personal holding com¬ 
pany surtax, exclusive of penalty). 

The surtax on personal holding companies applies to 
the undistributed income of corporations within the statu¬ 
tory definition irrespective of the reasons for such non¬ 
distribution. Here, Petitioner is seeking to impose this 
surtax upon the Respondent at rates of 65% to 75%. 
Such a tax is highly penal in nature. The Court below 
referred to it as a “harsh tax”. (1 T. C. 751, 756) 
Cf.y United Business Corporation of America, 19 B. T. A 
S09, 826 (1930), aff’d, 62 F. (2d) 754 (C. C. A. 2d, 1933). 
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The Tax Court has concluded both as a question of fact 
and as a matter of law that the bonus payment here in¬ 
volved is not “rents” or “royalties.” To the extent 
that this determination is reviewable on appeal, the ques¬ 
tion becomes one of statutory construction. 

The Respondent contends that while the plain intent 
of the statute involved must be given effect, it should 
be construed so as not to extend its scope “beyond the 
clear import of the language used” or to embrace matters 
not specifically pointed out. Gould v. Gould, 245 U. S. 151, 
153 (1917). This salutary rule seems particularly appli¬ 
cable to the present case. 

There is nothing in section 353(g) or (h) of the Revenue 
Act of 1936, as amended, that specifically requires the 
inclusion of the bonus payment received by the Respondent 
as personal holding company income. The argument of 
the Petitioner at best relies on analogies drawn in other 
fields of law and isolated statements made by the Courts 
in depletion and other tax cases. The obvious fact remains 
that the construction of section 353 sought by the Petitioner 
is by no means free from doubt. Certainly on two occa¬ 
sions The Tax Court, first in Porter Property Trustees, 
Ltd., 42 B. T. A. 681, 691 (1940) and second in this case 
(1 T. C. 751), has resolved this doubt against the Petitioner. 
These decisions are in accordance with the legislative his¬ 
tory of the statute quoted above (p. 5). 

This is not a case where a taxpayer is claiming an 
exemption from tax or a deduction from gross income. 
Quite properly such rights are strictly or narrowly con¬ 
strued. Helvering v. Northwest Steel Rolling Mills, Inc., 
311 TJ. S. 46 (1940); Langford Inv. Co. v. Commissioner, 
77 F. (2d) 46S (C. C. A. 5th, 1935). Rather, here the 
question is whether the taxing statute should be extended 
by construction to tax the undistributed income of the 
Respondent. Under such circumstances any doubt as to 


the application of the statute should be construed most 
strongly against Petitioner and in favor of the Respondent. 
Gould v. Gould, supra; Burnet v. Niagara Falls Brewing 
Co., 282 U. S. 648, p. 654 (1931); Mertens, Law of Federal 
Income Taxation , (1942) I, sec. 3.05, pp. 64-66. 

Ill 

The Determination of The Tax Court That the Bonus 
Payment Was Not “Rents” or “Royalties” Is Final and 
Is Not Subject to Review. 

There is still another reason why this Court should 
not disturb the decision of The Tax Court on appeal. The 
Supreme Court has recently had occasion in several cases 
to discuss the reviewability of decisons of The Tax Court. 
John V. Dobson v. Commissioner, 320 XL S. 489 (1943); 
Commissioner v. Heininger, 320 U. S. 467 (1943); Dixie 
Pine Products Company v. Commissioner, 320 U. S. 516 
(1944); Security Flour Mills Company v. Commissioner, 

.U. S. (Feb. 28, 1944), and The Equitable Life 

Assurance Society v. Commissioner, .U. S. (Mar. 

27, 1944). 

There is no need here to discuss in detail the principles 
of those decisions which have already been considered by 
this Court on at least three occasions. Commissioner v. 

Celanese Corporation, .D. C. App., 140 F. (2d) 

339 (1944); Herbert W. Smith v. Commissioner, .D. C. 

App., 141 F. (2d) 529 (February 14, 1944), and 

Helvering v. Insular Sugar Refining Corporation ,. D. 

C. App.,.F. (2d).(March 27,1944). It suffices 

to say that the Dobson case and related cases, supra, indi¬ 
cate a much stricter view* than heretofore thought applic¬ 
able as to the finality of The Tax Court’s decisions. 

In the present appeal the Petitioner seeks to reverse 
The Tax Court’s determination that the cash bonus re- 
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ceived by the Respondent in 1937 was not personal holding 
company income. Actually, what was involved was a find¬ 
ing by The Tax Court as to the nature of the bonus, i. e., 
whether either “rents” or “rovalties”. It is this latter 
determination that the Respondent contends is final in 
view of the Dobson case, supra. 

Section 353 of the Revenue Act of 1936 (added by section 
1 of the Revenue Act of 1937) classifies in paragraphs (g) 
and (h) rents and mineral, oil, or gas royalties as personal 
holding company income subject to limitations not appli¬ 
cable here. Paragraph (g) defines rents as “compensa¬ 
tion, however designated, for the use of, or right to 
use, property”. Treasury Regulations 94, applicable to 
the Revenue Act of 1936, as amended by T. D. 4791, 1938-1 
Cum. Bull. S3, 102-4, Article 353-1, paragraph 10, adds 
nothing to this statutory definition of “rents". Para¬ 
graph 3, however, defines “royalties” (undefined by the 
statute) as including “amounts received for the privilege 
of using patents, copyrights, secret processes and formulas, 
good will, trade marks, trade brands, franchises, and other 
like property”. By paragraph 11, mineral, oil or gas 
royalties are defined as “all royalties, except overriding 
royalties, received from any interest in mineral, oil, or gas 
properties”. Furthermore, by section 357, Revenue Act of 
1936, as amended by section 1, Revenue Act of 1937, the 
terms used in Title IA are stated as having “the same 
meaning as when used in Title I”. 

Thus, both by statute and regulation, definitions of 
“rents” and “royalties” are supplied. To decide whether 
or not the bonus of $120,000 constituted “rents”, The Tax 
Court had first to determine whether or not the payment 
was received “for the use of, or right to use, property”, 
a question of fact. This determination has been made. In 
like manner The Tax Court was required to ascertain 
whether or not the bonus constituted “royalties”. That 
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this involved a question of fact is shown from the Court’s 
own decision (1 T. C. 751 at p. 756): 

“In the instant case we are not interested in how 
the payment should be treated, but in what it is * * * ” 
[Italics ours] 

and again on the same page: 

“However, while such a payment has been held 
for purposes of depletion to be ‘in the nature of’ and 
‘to be regarded as’ advance royalty, it is not in fact 
and in law a royalty.” 

From the foregoing, it cannot be said that a pure 
question of law is unmistakably involved in this case 
(Commissioner v. Heininger, supra), or that there is not 
a “rational basis for the conclusions” reached by The 
Tax Court ( Dobson v. Commissioner, supra). Further¬ 
more, there is no question but that that Court applied the 
correct rule of law to its factual determination as to the 
exact nature of the bonus payment. Once these facts were 
detennined, the bonus payment as a matter of law was 
clearly not personal holding company income. It follows 
that the basis for judicial review in this case is exhausted 
and that The Tax Court’s decision is entitled to the finality 
approved in Dobson v. Commissioner, and related cases, 
supra. 

This position is entirely in accord with this Court’s 
interpretation of the rule of the Dobson case as applied 
in Commissioner x. Celanese Corporation of America, 
supra. There, the appeal involved a review of The Tax 
Court’s determination that payments made to nonresident 
aliens were not royalties subject to withholding in the hands 
of the payor. There, as here, the application of the statute 
depended upon the exact nature of the payments. On the 
determination of this latter question, the decision of The 
Tax Court should be final. 
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IV 

The Surtax on Personal Holding Companies as Applied 
to the Respondent for 1937 Is Unconstitutional and Void 
in Violation of Article I, Section 9, Clause 4, of the Con¬ 
stitution of the United States and the Fifth Amendment 
Thereto. 

As already seen (p. 13), the Respondent’s total net 
income for 1937 was $162,386.45, of which it distributed 
dividends in 1937 of $115,000. Its normal income tax for 
said year was $14,454.02, and its excess profits tax was 
$1,448.20. Should this Court sustain the deficiency in¬ 
volved there will be assessed a personal holding company 
surtax of $35,000.44 and penalty of $8,750.11. Tn other 
words, out of $47,386.45 of income left after dividend 
distributions, the Respondent will have to pay an aggre¬ 
gate of $50,902.66 in taxes, exclusive of penalty. This 
exceeds by over $3,500 the income available for payment. 
It is no answer to this result to say that the Respondent 
should have retained all or part of the $115,000 distributed 
in dividends in 1937, since for every dollar not distributed, 
75 cents would have been subject to personal holding com¬ 
pany surtax, 18% cents to penalty and the balance to the 
undistributed profits surtax under section 14 of the Rev¬ 
enue Act of 1936. 

Any tax which is an amount too large to be satisfied 
out of income cannot be said to be a tax on that income. 
To the extent that it exceeds the amount of income it is 
a tax on something other than income and becomes a 
direct tax not within the permissive provisions of the Six¬ 
teenth Amendment and is therefore unconstitutional and 
void in violation of Article I, section 9, clause 4, of the 
Constitution of the United States, because not laid in 
proportion to any census or enumeration. 

Furthermore, the surtax on personal holding companies 
as applied to the Respondent for 1937 is so unreasonable 
in amount and arbitrary and oppressive as to its terms 
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and operation that it amounts to true confiscation. There¬ 
fore, it must be recognized as unconstitutional and void 
in violation of the Fifth Amendment to the Constitution 
of the United States. 

V 

In the Alternative, Respondent Is Not Subject to the Statu¬ 
tory 25 Percent Delinquency Penalty for Failure to File 
a Personal Holding Company Return. 

In the hearing below. The 'Pax Court adopted the fol¬ 
lowing facts from the stipulation filed with that Court: 

“8. Petitioner’s [Respondent here] officers in pre¬ 
paring the corporation’s return for 1937 had no 
thought that the above mentioned $120,000.00 would 
be considered ‘personal holding company income,’ or 
that the corporation could be classified as a ‘personal 
holding company’ under Title TA of the Revenue Act 
of 1936, as amended, and did not file a personal hold¬ 
ing company return (Form 1120H) for 1937. On the 
corporation’s income and excess-profits tax return 
(Form 1120) the answer ‘No’ was given to the ques¬ 
tion, ‘5. Is the corporation a personal holding com¬ 
pany within the meaning of Section 351 of the Revenue 
Act of 1936 as amended by the Revenue Act of 1937?’ 

“9. The petitioner was not a ‘personal holding 
company’ in any year prior to 1937.” [Petitioner’s 
App. B., pp. 38-39] 

By virtue of section 291 of the Revenue Act of 1936, 
made applicable to this proceeding by section 1 of the 
Revenue Act of 1937, a penalty of not exceeding 25 percent 
in the aggregate is imposed for the failure to file a per¬ 
sonal holding company return on Form 1120H, unless 
such failure is due to reasonable cause and not willful 
neglect. Since The Tax Court decided this case on the 
merits in favor of the Respondent, it made no determina¬ 
tion on the penalty issue. 
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As already seen, the Respondent was not a personal 
holding company prior to 1937. To make it one for 1937 
it is necessary to hold the $120,000 bonus received to be 
“rents” or “royalties”. On two occasions The Tax Court 
has held such a bonus not to be personal holding company 
income. Porter Property Trustees, Ltd., 42 B. T. A. 681 
(1940), aff’d, on other issues in 130 F. (2d) 276 (C. C. A. 
9th, 1942): and this case below, 1 T. C. 751 (1943). 
Furthermore, the Commissioner of Internal Revenue pub¬ 
lished his acquiescence to the decision in the Porter case 
in 1940-2 Cum. Bull. 6, and which acquiescence was not 
withdrawn until August 11, 1943, when published in the 
Internal Revenue Bulletin, No. 15, p. 1 (1943). 

Under these circumstances it is difficult to see that 
the failure of the Respondent’s officers to file a return 
on Form 1120H for 1937 was due to willful neglect and not 
reasonable cause. Certainlv, if The Tax Court on two 
occasions and the Commissioner of Internal Revenue for 
over two years thought such a bonus was not personal 
holding company income, the action of the Respondent’s 
officers in arriving at the same conclusion was reasonable. 
It follow’s that the failure to file the return on Form 
1120H for 1937 w r as due to reasonable cause within the 
meaning of section 291 of the Revenue Act of 1936. Essex 
Loan Trust, Tax Court Memo. Dec., May 19,1942 (C. C. H. 
Dec. 12,530G): Girard Inv. Co. v. Commissioner, 122 F. 
(2d) 843 (C. C. A. 3d, 1941). 

Should this Court feel that the initial determination 
of this issue should be made by The Tax Court, it is 
requested that the case be remanded to that Court for 
the limited purpose of reconsidering the imposition of 
the 25 percent penalty for 1937 should Respondent make 
seasonable application therefor. Such a procedure would 
be consistent with that adopted by the Supreme Court in 
Commissioner v. Lane-Wells Company, 321 T T . S. 219 
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(1944). Cf., Smith's Estate v. Commissioner, 140 F. 
(2d) 759, 764 (C. C. A. 3d, 1944). 


CONCLUSION 

The decison of The Tax Court should be affirmed. 

Respectfully submitted, 

Ellsworth C. Alvord, 

Floyd F. Toomey, * 

C. Rudolf Peterson, 

606 Munsey Building, 
Washington 4, D. C. 

Counsel for the Respondent. 



